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Chapter

I

Introduction

This thesis discusses and analyzes international

franchising and its introduction and development in the emerging

democracies in Eastern Europe.

1

After

the franchise marketing method,

a

general presentation of

the advantages and disadvantages

to both parties of the franchise relationship are discussed.

Attention is given to the alternatives available to foreign
franchisors contemplating international franchising in the
Eastern European region.
The current status of franchising in Central and

Eastern Europe and Russia is presented and particular attention
is given to the applicable legal

framework.' Various business

strategies for establishing and developing franchise operations

exploited by foreign franchisors in Eastern Europe are
identified. Further,

the paper discusses the particular benefits

of franchising to the economic development and growth of Eastern

European nations. Consideration is given to franchising as

a

method for privatization of state-owned companies.

The term "Eastern Europe," as used in this paper, refers to
the following Central and Eastern European countries: Albania,
Belarus, Bosnia and Herzegovina, Bulgaria, Croatia, Czech
Republic, Estonia, Hungary, Latvia, Lithuania, Macedonia,
Moldova, Poland, Romania, Slovakia, Slovenia, Ukraine, and
Yugoslavia. For brevity, the term also includes Russia.

2

The international joint venture franchising approach,
its advantages and disadvantages,

and some important contractual

provisions of the joint venture agreement are analyzed in
connection with its applicability to Eastern European region. In
addition,

five principal legal issues affecting joint venture

operations in Eastern Europe are discussed.
The paper further reviews the newly enacted foreign

investment laws in six Eastern European countries
Czech Republic,

Poland,

Bulgaria,

Romania,

-

Hungary,

and Russia

-

as they

relate to the joint venture operations in the region and the

attending legal issues.
Review of the U.S. franchise laws is presented and
their applicability to international franchise sales is discussed
and analyzed.

Chapter

II

Fundamental Characteristics of Franchising

A.

Brief Historical Overview

The franchising concept is a very old one.

Middle Ages,

In the

the local sovereign or lord would grant the right or

confer the privilege on selected individuals to perform different
types of commercial activities and provide goods,

services,

or

money in return.*" In the mid-19 th century in Germany certain major
ale brewers granted franchises to certain taverns,
the exclusive right to sell their ale.

giving them

3

At the same period of time in the United States,

considered as the birthplace of modern franchising,

the Singer

Sewing Machine Company began granting distribution franchises to
regional agents to sell its sewing machines.
legislation,

4

Through

state governments began to grant monopoly franchise

For more details on the historical development of franchising
in the United States and abroad, see Lewis G. Ridnick, An
Introduction to Franchising International Franchising - An
Overview 1 (M. Mendelsohn ed., 1984), [hereinafter cited as An
Introduction to Franchising
Coleman R. Rosenfield, The Law of
Franchising 3,4 (1970), [hereinafter cited as The Law of
,

]

Franchising
!

1

;

]

The Law of Franchising

,

supra note

An Introduction to Franchising

,

2,

at 3.

supra note

2,

at 2.

4

rights to public utilities,

such as railroads and banks,

in order

to privately owned businesses to procure public services.' Around

the turn of the century,

the most common early applications of

franchising were in the petroleum, automobile, and soft drink
industries.

6

Companies and manufacturers used franchising as

a

means of marketing their products and increasing sales. Later,

franchising was successfully utilized in the food service
industry. An explosive growth and expansion of franchising

occurred during the post-World War

II

period because of the

burgeoning economy, the availability of people and capital, and
the overwhelming need and increasing demand for products and

services.

During the boom of the 1960's and 1970'

was increasingly used in

a

s,

franchising

broad array of economic sectors.

7

Franchising became an integral and growing part of the economy of
the United States.

8

It now accounts for 34% of all domestic

Id^
6

IcL

at 2,

3.

Martin Mendelsohn, The Guide to Franchising 25-8 (1970),
Daniel Zendel,
[hereinafter cited as The Guide to Franchising
Franchising: A Global Phenomenon 76 Trademark Reporter 137, 138
(1986), [hereinafter cited as Franchising: A Global Phenomenon ].
'

]

;

,

Franchising is being applied to a wide range of business
sectors, such as accounting and tax services; automotive
products, parts, sale, leasing, repair, rental, and replacement
services; fast food; health clubs; lawn and garden care services;
book stores; clothing, shoe, and cosmetic shops; hair dressing
and beauty salons; convenience stores; employment, travel, and
real estate agencies; food operations; hotels and motels;
printing systems; telecommunication and transportation services;
childhood learning centers; laundry and dry cleaning services;
advertising; cleaning and maid services; campgrounds;

retail sales contributing over $900 billion per year and employs

over

9

million people.

9

Franchising was not as widely utilized by other
countries as in the United States. International franchising only

began accelerating rapidly in the 1980'

s,

mostly because of the

domestic expansion of franchise chains and saturation of the

markets

10
.

Not until the radical changes in 1989 and 1990,

did the

countries in Central and Eastern Europe and Russia open their

economies to foreign investments and became attractive markets
for expansion and growth of international franchising.

B.

Concept

The word "franchise" comes from old French meaning an

exclusive right,

a

privilege,

or freedom.

Despite the importance

and increasing spread and popularity of franchising in the United

construction and remodeling; mail and packaging services,
homes

nursing

There are 2,500 franchise companies and 600,000 franchisees in
the United States. Data collected and provided by the
International Franchise Association ("IFA") (July 1999). IFA was
founded in 1960 and represents a membership trade organization of
the franchise industry including franchisors, franchisees, and
suppliers. It is located in Washington DC.
1

See An Introduction to Franchising supra note 2, at 8;
Albrecht Schulz, Franchising Across the Globe 25 International
Business Lawyer 196 (May 1997); Martin Mendelsohn, International
Franchising over 30 years 25 International Business Lawyer 197
1

,

,

,

(May 1997)

6

franchising is

States and abroad,

concept that is not easy to

a

define and explain. Merriam-Webster'

defines "franchise" in

a

s

Collegiate Dictionary

business context as "the right or

license granted to an individual or group to market
goods or services in

a

particular territory." 11

defined in other dictionaries in

a

International Franchise Association

similar way.
'

1

1

a

company's

The term is
1

'

has defined

The
a

franchise as follows:
"A franchise operation is a contractual relationship between

the franchisor and franchisee in which the franchisor offers
or is obliged to maintain a continuing interest in the

business of the franchisee in such areas as know-how and
training; wherein the franchisee operates under
trade name,

common

format and/or procedure owned or controlled by

the franchisor,
a

a

and in which the franchisee has or will make

substantial capital investment in his business from his own
,,14

resources

Franchising represents

a

distinct kind of continuing

commercial and legal relationship between the franchisor and the

Merriam-Webster' s Collegiate Dictionary 463 (10 th ed. 1993).
See also Franchising: A Global Phenomenon
supra note 7, at 137.
11

,

See for example The Oxford English Dictionary: "The
authorization granted to an individual or group by a company to
sell its products or services in a particular area". IV The
Oxford English Dictionary 144 (2 nd ed. 1989)
'

See supra note

9.

u Definition quoted
in Martin Mendelsohn, The Meaning of
Franchise - Franchising Privatization in Central and Eastern
Europe: A Collection of the Papers Delivered at the IBA Regional
Conference, Prague, Czechoslovakia 23-26 June 1991 171, 174 (S.
Rayner ed., 1992), [hereinafter cited as The Meaning of Franchise
- Franchising
The Guide to Franchising supra note 7, at 5-9.
,

]

;

,

7

franchisee. A franchisor is

developed

who obtains

a

a

owns
a

proven

a

right to a

business. A franchisee is an entrepreneur

license to sell goods or provide services under the
trademark,

s

and grants

or service name,

trade name,

franchisee to conduct

franchisor'

person or company that has

unique and effective business system,

a

trademark,

a

trade name,

or service name in accordance

with the franchisor's standardized business system. To assure the

proper exploitation of the business system, the franchisor

typically provides many types of assistance to the franchisee.
In exchange for the franchisor's assistance and trademark,

name,

or service name use,

the franchisor an initial

continuing (ongoing)

fees.

'

1

trade

the franchisee is required to pay to
("up front")

The latter

usually paid monthly in the form of

a

flat fee to join and/or
-

"royalties"

-

are

percentage of gross retail

revenues. The franchisee also might be required to pay additional
fees for the essential assistance and support services received
(e.g.

advertising fees, accounting).
In a business context,

16

franchising is recognized as an

efficient and effective method of marketing and distributing
goods and services and as an attractive means of business

15

See infra note 35.

See Warren Pengilley, International Franchising Arrangements
and Problems in Their Negotiation 7 Nw J. Int' 1 L. & Bus. 185,
187 (1985), [hereinafter cited as International Franchising
Arrangements
'

,

]

.

8

expansion.

1

'

Franchising is considered an important vehicle for

small business growth and is described as "a modern form and

method of doing business,

a

technique of distribution adopted by

and used in many varied industries."" Franchising involves and

combines, but does not completely include, various relationships

licensor

and transactions such as those of employer and employee,
and licensee, vendor and purchaser, distributorship,

C.

or agency.

1

Forms of Franchise Relationships

Franchising has developed in

a

variety of forms.

Depending upon the complexity of the relationships and the nature
of the goods supplied and services offered,

there are three

generally recognized sub-categories: "Business Format
Franchising",

"Product Franchising", and

"Manufacturing License

Franchising"

1.

Business Format Franchising

Developed in the 1950s as

a

distinct method of business

operation, business format franchising accounts for most of the

See An Introduction to Franchising

,

supra note

2,

at

9.

Jim McCord, Business and Legal Problems of the Franchise 9
Cohen eds
1968), [hereinafter cited as Business and
Legal Problems of the Franchise
'

(Ira and A.

.

,

]

.

See International Franchising Arrangements
186.

,

supra note 16,

at

9

recent significant growth in franchising. Business format
franchising, also referred to as "package franchising",

involves the licensing of

mark and

a

a

trademark,

typically

or service

trade name,

unique and successful operating system or format for

the retail sale of products or services developed and prescribed
by the franchisor and adopted by the franchisee,

and the trade

use of related know-how and expertise. Unlike the product

franchisor,

the business format franchisor typically does not

manufacture

a

product, but provides different services. The

Business format franchisor frequently supplies raw materials,

finished products, and/or equipment to the franchisee, and

provides assistance in operating the business,

in training and

advertising. He also imposes controls over the franchisee's use
of the operating system.

Having adopted the franchisor's trade or

service mark as their uniform trade identity, business format

franchisees typically perform services and often sell products
using the materials provided by the franchisor

?(

This sub-

category of franchising is used and applied mostly in the fast
food business. Restaurants, hotels and motels,

automotive product

replacement services, automobile rental agencies, employment and
real estate agencies,

1

convenience grocery stores,

See An Introduction to Franchising

,

supra note

laundry and dry

2,

at 1.

10

cleaning shops,

and other service businesses also usually fall

into business format franchising category.

Product Franchising

2.

Product franchising, also referred to as

"distributorship franchising," represents

a

business system for

marketing goods produced or supplied by the franchisor which bear
the franchisor's trademark. The product franchisor

selects and appoints

a

(manufacturer)

limited number of franchised distributors

or dealers and sells its products exclusively or primarily to

them avoiding dealing with many distributors or dealers. Product

franchisees generally do not offer for sale, market, or service

competitive products and typically identify closely with the
franchisor's trademark. An exception are small market car
dealerships. The trend in recent years is for dealers to sell and
service several brands. The main purpose of product franchising
The product franchisee is

is to attain market penetration.

granted an exclusive territory for operation and is prohibited
from selling outside its territory.

2
'

This form of franchising is

most common in automobile distribution. Trucks,

cars,

bicycles,

Bayer, Considerations in the Development of a
Franchise System The Florida Bar 7 (1996), [hereinafter cited as
Considerations in the Development of a Franchise System
Business and Legal Problems of the Franchise supra note 18, at
See David A.

,

]

,

12.
22

An Introduction to Franchising

,

supra note

2,

at

2!

11

automotive products, gasoline, appliances,
beverages,

food products and

farm machinery are also often marketed

accessories,

through franchised distributor network of outlets.''

Manufacturing License Franchising

3.

the franchisor

In manufacturing license franchising,

licenses the franchisee to manufacture and sell

product is manufactured by use of

a

patent,

a

product. The

formula,

or know-how

provided by the franchisor and sold under the franchisor'
trademark. Manufacturing license franchising is utilized mostly
in soft drink industry.

24

The soft drink company supplies a

proprietary syrup or concentrate and grants

a

right to the

bottler to use that syrup or concentrate to produce the finished

bottled or canned soft drink beverages. The beverages are
identified with the franchisor'

s

trademark and distributed in an

exclusive area. Since the bottling business is

a

localized one,

manufacturing license franchising is an appropriate means of
distribution of soft drink products. By means of this type of
franchising,

the franchisor achieves

a

broad distribution, an

increase in the sales, and name recognition of its product, while

avoiding the accompanying cost of establishing and operating

See David J. Kaufman, An Introduction to Franchising and
Franchise Law 603 PLI/Comm 9, 14 (1992)
1

.

,

See The Meaning of Franchise
182.

-

Franchising

,

supra note 14, at

12

distributorships. The franchisor typically performs support
services to the licensed bottler and exercises controls over the

required quality standards.

'"'

This form of franchising is also

common and used in mattress manufacturing.

The manufacturing of

product by the franchisee and the controls imposed by the

a

franchisor distinguish manufacturing license franchising from

product franchising,

in whose category the former is often

included.

D.

Advantages and Disadvantages

Franchising, as

a

method of doing business and

providing goods and services to the public, offers considerable
financial and business benefits to both the franchisor and the
franchisee. Inevitably,

relationship,

1.

as with every type of commercial

franchising also has some disadvantages.

Franchisor's Perspective

One of the main strengths of franchising is the

facilitation of capital expansion.

Each new franchisee utilizes

its own capital resources to establish,

develop,

and operate the

franchised business. The franchisor receives from the franchisee

'

An Introduction to Franchising

,

supra note

2,

at 30.

13

both the initial fixed franchise fee and the continuing royalty
fees.

26

Another principal benefit of franchising is the

opportunity for relatively rapid business system expansion and
market penetration. A company is able to expand and market its
successful business concept more quickly through franchising than
through utilizing its own funds, personnel, and management

resources for company-owned expansion. The franchisor is afforded
the opportunity to market its business system on a local,
or international level using a variety of methods for

national,

expansion 2
growth.

and avoids large-scale capital requirements for

'

The entire franchise system benefits from the capital

investment of each new individual franchisee. The enterprising
franchisee is involved in the day-to-day operations, business
decision-making, and management problems and concerned with

achieving

a

successful and profitable business because of its

ownership interest in it. By involving the monetary investment
and the motivation of the franchisees,

franchising also

distributes and minimizes the financial and business risks among
The franchisor benefits

the franchisor and the franchisees.

See Philip F. Zeidman, Federal/State Franchise and Dealership
Laws
625 PLI/Corp 677, 690-91 (1988), [hereinafter cited as
Federal/State Franchise and Dealership Laws
'

,

]

See infra Chapter III; David J. Kaufman, Structuring
International Franchise Relationships 553 PLI/Comm 87,
,

(1990)

105,

114

.

28

See Federal/State Franchise and Dealership Laws
supra note 26,
at 692-3; The Guide to Franchising
supra note 7, at 21.
,

,

14

from the skills,

entrepreneur-franchisee.
new ideas,

and ambition of the committed local

knowledge,
2

interaction,

Franchisees'

'

information,

and innovative concepts are also valuable for the

development and improvement of the whole franchising system.

'''

Besides receiving the regular income derived from both
the initial and periodic royalty payments,

earn an additional,

reasonable profit from the franchisee by

selling of equipment and/or products,
equipment,

the franchisor can

leasing of premises and/or

financing arrangements, or various commissions.'
The principal disadvantage of franchising to the

franchisor is the diminished control over the franchise system
and the franchisees. The franchisor potentially may lose control

over the franchisees'

operating procedures and/or over the

quality of the goods and/or services provided. The franchisee
might misuse franchisor'

s

trademark and/or service mark and

damage the reputation of the franchise network. The degree of
control exercised depends mostly on the type of agreement chosen

The native partner is very important especially in expanding of
the franchise system to a foreign market.
An Introduction to
Franchising supra note 2, at 9.
,

See Franchising: A Global Phenomenon
supra note 7, at 140;
Considerations in the Development of a Franchise System supra
note 21, at 17.
1

,

,

31

The Guide to Franchising

,

supra note

7,

at 39,40.

15

for establishing franchises and business expansion of the

franchise system in foreign markets.

''

Franchisee's Perspective

2.

One of the principal advantages of franchising to the

franchisee is the opportunity to provide goods and/or services
under the franchisor'

s

trademark and/or service mark that have

achieved regional, national, and possibly international

recognition and reputation. The franchisee manages the franchised
unit under

a

developed and proven method of business operation

and obtains benefits from the franchisor'
image,

expertise,

s

and established goodwill.

customers expect to receive

a

general business
3
~

The potential

similar quality of goods or

services offered at different franchised outlets.
Due mostly to the utilization of a proven and refined

business concept, newly established franchises have

a

considerably lower rate of failure compared with other new
completely independent businesses. According to the statistics,
the failure rate of franchised outlets within their first five

years of operation is between one to six percent against the

sixty-five percent failure rate of the other new traditional

See Considerations in the Development of a Franchise System
supra note 21, at 19.
Id. at
10, 11.

17;

See An Introduction to Franchising

,

supra note

,

2,

at

16

ventures.

34

Because of the reduced business risk involved,

franchising is considered by new entrepreneurs as an attractive
and safer method of doing business.
The franchisee benefits from the initial and continuing

training provided by the franchisor. The training programs help
the inexperienced businessperson-f ranchisee to enter into and

develop the franchised business and ensure
operation.

In addition,

a

successful

the franchisor furnishes extensive and

significant assistance and support to the franchisee that range
from uniform operating specifications,

standards,

and procedures,

comprehensive operating manuals to advertising assistance.

3

'

The

franchisee participates in and derives substantial benefits from
the franchisor's advertising and promotional programs. The

franchisee also profits by the bulk buying power of the franchise

system and the attending economies of scale.

36

34

Federal/State Franchise and Dealership Laws supra note 26, at
688. According to data provided by the IFA, in a ten-year period
a franchised business has 85 percent success rate.
,

Federal/State Franchise and Dealership Laws supra note 26, at
The assistance may include also: financing arrangements,
site selection and initial opening assistance, lease negotiation,
staff recruitment, educational sessions, quality control
guidance, supervision and inspection of each individual franchise
outlet, accounting assistance, marketing, research. The Manual of
Operations sets out the detailed method and systems of operations
of the franchisor, which the franchisee is obliged to follow. It
is a private and confidential property of the franchisor and
usually deals with issues such as recruiting staff, keeping of
business records, reporting to the franchisor and etc.
,

689.

36

See The Guide to Franchising
supra note 7, at 18. The
economies of scale are achieved through a widespread chain of
units and efficient distribution systems.
,

17

Another important advantage of franchising to the
franchisee is the opportunity to become an independent

businessperson

.

It is the franchisee who is involved in the day-

to-day operations and makes business decisions. As an owner,

the

franchisee is interested in and assumes the responsibility for
successful operating of the franchised business. The better

performance of each individual franchisee the greater

profitability not only for the franchisee, but also for the whole
franchise business network. However,

the franchisee has a

relative degree of independence because of the necessary

limitations imposed in the parties'
this connection,

franchise agreement.

3

In

the lack of total autonomy is considered as a

negative facet of franchising to the franchisee. On account of
the established relationships between the parties,
is not completely independent business identity.

the franchisee

The franchisee

agrees to comply with the imposed by the franchise arrangement

certain restrictions and standard and quality controls. These

restrictions and controls are essential and indispensable for the

establishment and maintenance of the uniformity and integrity of
the franchise system and depend on the type of the franchised

business. The franchisee is required to operate the franchised

business according to the mandatory procedures and detailed

manuals and is often restrained from competing with the

See Federal/State Franchise and Dealership Laws
at 687,688.

,

supra note 26,

II

franchisor. The franchisee is also limited with respect to the

transfer of the franchised business.

If

Another problematic aspect of franchising to the
franchisee might be the continuance of the franchise contractual
relationship. Usually,

franchise rights are granted for

definite period of time with

possibility for renewals.

a

a
3

'

Both parties of the franchise relationship contribute to
its development and growth by bringing different assets,

knowledge,

skills,

and experience. The franchisor and the

franchisee are independent, but at the same time mutually

dependent businesspersons

.

Their continuing interaction,

cooperation, and communication are

a

warrant for

a

successful and

profitable business.

3

See The Guide to Franchising

,

supra note

The parties typically enter into
years

a

7,

at 19.

franchise agreement for 5-20

Chapter III

Alternatives for International Expansion of

Generally,

a

Franchise System

there are several different methods available

to a business that has decided to franchise internationally.

The

franchisor can export his system and market his product or
service abroad through:
a

(1)

direct franchising;

subsidiary or branch office;

and

(4)

(2)

establishing

area or master franchising;

(3)

joint venture arrangement. Each of these techniques and

its advantages and disadvantages are discussed below.

A.

Direct Franchising

In direct franchise arrangements,

the franchisor grants

franchises for single or multiple units directly from the home

country 40 into the target country 41

.

The franchisor enters into a

For the purposes of this paper, "home country" shall refer to
the country in which the franchisor established and carries on
his principal franchise business.
41

For the purposes of this paper, "target country" shall refer to
the country to which the franchisor intends to export his
franchise system.

19

20

unit franchise agreement with each individual franchisee in the

foreign country.

4

'

This method is usually used by

a

franchisor who intends

to have limited activities in the target country opening up a

minimum number of operational retail stores where staff can
effectively service and support the individual franchisees
directly from the home country.'

1

Thus,

the franchisor avoids the

significant costs of establishing and sustaining

a

presence in

the target territory. The distance and communications between the

home and target countries are decisive factors in choosing the

direct franchising method.
communication,
systems,

44

Geographical proximity, ease of

and similarities in languages,

cultures,

legal

and business practices between the two countries are

important for establishing, maintaining, and developing the
direct relationship between the franchisor and the franchisee.

42

Martin Mendelsohn, Franchising in Europe 32
[hereinafter cited as Franchising in Europe

4

'

(1992),

]

Alexander S. Konigsberg, Analyzing the International Franchise
Opportunity International Franchising: An In-depth Treatment of
Business and Legal Techniques 11, 17 (Y. Gramatidis and D.
Campbell eds
1991), [hereinafter cited as Analyzing the
International Franchise Opportunity
3

,

.

,

]

See Franklin C. Jesse, Jr., International Franchising: Taking a
U.S. Franchise System into a Foreign Market
C536 ALI-ABA 261,
266 (1990), [hereinafter cited as Taking a U.S. Franchise
,

System

]

Analyzing the International Franchise Opportunity supra note
43, at 17; Michael G. Brennan and David Mendelsohn, Launching an
International Franchise Program International Franchising: An
In-depth Treatment of Business and Legal Techniques 35, 38 (Y.
Gramatidis and D. Campbell eds., 1991), [hereinafter cited as
,

,

21

international

From the perspective of the franchisor,

direct franchising is considered the most profitable alternative
for

a

variety of reasons. First, because of the absence of

third party in the relationship,
start-up,
Second,

a

the franchisor retains all

and other fees payable by the franchisee.

royalty,

the franchisee usually pays withholding taxes on

royalties and other payments payable to the franchisor. Third,
the franchisor makes use of his employees,

organization,

and

training facilities. The franchisor may also avoid complying with
such as foreign

some legal requirements in the target country,

investment regulations and approvals of the foreign government.

types of international franchise relationship,
a

'

as well as in other

In international direct franchising,

prospective franchisee is

4

the choice of a

significant issue. The foreign

franchisee will operate the franchise outlet under the limited

supervision of the franchisor. Consequently, one of the principal

disadvantages for

a

franchisor that has chosen the direct

approach is the diminished control over the operation of the
franchise system in the foreign country. The lack of presence of
the franchisor in the foreign country could cause some

difficulties and problems concerning selling of franchises to

Launching an International Franchise Program
For example,
direct franchising is the most practical alternative for US
companies that want to franchise in Canadian market.
]

.

Launching an International Franchise Program
40.

,

supra note 45,

at

.

.
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potential foreign franchisees (the latter might prefer to deal
with locally established franchisor), providing training to local
and the misuse of the franchise

franchisees, bringing lawsuits,

system by the franchisees."'
The direct franchising method is the least preferred

commercial vehicle from the perspective of the individual foreign
franchisee. Besides the responsibility for paying withholding
taxes to the appropriate governmental authorities,

the franchisee

in the target country assumes the risk of not being properly

supported and assisted in its business by the franchisor from the
home country.

48

If the franchisor has difficulty servicing and assisting

the franchisee because of the increasing franchising activity in
the target country,

he may decide to incorporate a subsidiary or

set up a branch office in the foreign country.

49

Analyzing the International Franchise Opportunity supra note
at 19; Alexander S. Konigsberg, Practical Legal Aspects of
International Franchising International Business Lawyer 297, 299
(1985), [hereinafter cited as Practical Legal Aspects
,

43,

,

]

46

Dennis Campbell, Introduction International Franchising: An
In-depth Treatment of Business and Legal Techniques 1, 7 (Y.
Gramatidis and D. Campbell eds
1991), [hereinafter cited as
Introduction
,

.

,

]

49

Analyzing the International Franchise Opportunity supra note
at 17; Practical Legal Aspects
supra note 47, at 299.
,

43,

,

23

Franchising through

B.

Foreign Subsidiary or

a

a

Branch Office

Another franchising alternative involves the franchisor
in establishing a wholly-owned subsidiary company or a branch

office in the target country. The foreign subsidiary or branch
grants franchises entering into

a

unit franchise agreement

directly with each individual franchisee in the foreign country.
Like direct franchising,

50

this method is mostly used by a

franchisor that wants to expand his business into

a

target

country geographically close to the home country and where the
languages,

cultures,
similar.

51

legal systems,

and business customs are

Unlike direct franchising,

the franchisor-parent

company intends to enter into the foreign market and establish
his franchise system in the target country permanently.

Consequently,

the foreign franchisor benefits from the positive

perceptions of the business community in the target country about
the franchisor'

s

investment and permanent commitment for the

Alexander S. Konigsberg, International Franchising IV.V.l
[hereinafter cited as International Franchising
The
franchisor may also operate his own franchised units. Franchising
in Europe
supra note 42, at 32.
3

(1991),

]

.

,

As for example, the United States and Canada, the United States
and Mexico, Germany and Austria, Germany and Hungary/
Poland/Czech Republic, France and Belgium, Australia and New
Zealand.
1

24

development of the franchise system in the foreign countr..
the franchisor exploits his

this franchising technique,

financial resources and management personnel to found a business

structure in the target country that will be responsible

:'

establishing, adapting, maintaining, and supervising of the

Accordingly, by establishing

franchise system in that count:
a

physical presence in the target country, the franchisor

afforded the opportunity directly to control the franchising
activity and operations in the foreign country. Another advantage
of this contractual vehicle,

as

ir.

direct franchising,

is

that

the franchisor obtains all cf the financial benefits free, the

successful foreign operation, since the franchiser dees not share
the profits with

a

third party.

1

the decisicn tc

Additionally,

use this franchising option will be mostly based on tax

considerations ate

tr.e

existir.c _cca.

franchising and relating tc carrying
target country. b

'~

=

:r.

—

.-.-=

-

if

any business

=

r.

the franchiser ese^r-es

However,

ell

ex;

The octential foreign franchisees crefer tc do csness w
resident franchiser. Foreign cankers, siccliers of predicts
services, and real estate owners are also interested in the
serious intentions cf the franchisor to prcrr.cce the growth
franchise systerr. in the target ccuntry.
53

Practical Legal Aspects

,

supra note 4",

The foreign subsidiary or branch is not
party because it is controlled directly by

et

:

111.

c(

Introduction supra note 48, at 7. The choice between e foreign
subsidiary corporation and a foreign branch offiee will be also
influenced by fiscal and legal considerations - taxation, limited
liability, foreign investment regulation
,

.
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associated with establishing

a

foreign subsidiary or branch and

accepts all the financial and business risks in the event the
foreign operation fails.

b6

The key advantage of this franchising approach to the

foreign franchisee is that the franchisee will be more

effectively serviced and supported by the resident franchisor in
the target country.

Area or Master Franchising

C.

The two most common forms of multiple-unit franchising,

adopted by most of the international franchisors, are the area

development arrangement and the master franchise arrangement.
Through these franchising methods, businesses that seek

international expansion achieve considerable business system
growth and foreign market penetration.
Unlike direct franchising and subsidiary or branch
operation, both area and master franchising options are generally

used where the geographical distance between the home country and

trademarks, and etc. International Franchising supra note 50, at
V.III.l; Launching an International Franchise Program supra note
45, at 40. For a detailed discussion and analysis on taxation
issues involved in international franchise transactions, see
Sassoon Saleh, Franchising and International Taxation
Considerations International Franchising: An In-depth Treatment
of Business and Legal Techniques 75 (Y. Gramatidis and D.
Campbell eds
1991)
,

,

,

.

,

Practical Legal Aspects supra note 47, at 301; International
Franchising supra note 50, at V.III.3.
,

,
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the target country is great,

and where there are significant

differences in languages, customs, cultures,

legal systems,

laws,

and commercial practices of the two countries."
In an area or master franchise arrangement,

franchisor grants to

a

the

company or other legal entity set up in

the target country the right to establish,

adapt,

and develop his

franchise system in the foreign country.
Under an area development arrangement,

enters into

a

the franchisor

development agreement directly with

developer in

a

the target country. The developer-franchisee is required to own,

operate,

and develop multiple franchise outlets in the foreign

country and enters into

unit franchise agreement with the

a

franchisor for each individual franchise unit to be established
in the target country or territory.

Under

a

master franchise arrangement, the franchisor

master franchise agreement

enters into

a

agreement 59

directly with

)

58

a

(an

"umbrella" type of

sub-franchisor in the target country.

Practical Legal Aspects supra note 47,
Franchising supra note 50, at V.V.I.
,

at 306;

International

,

'

Analyzing the International Franchise Opportunity

43,

,

supra note

at 22.

Alexander S. Konigsberg, Agreements Commonly in Use in
International Franchise Arrangements 1 Journal of International
Franchising and Distribution Law 162 (June, 1987), [hereinafter
cited as Agreements Commonly in Use
Leo H. Phillips, Jr.,
Contractual Issues in International Franchising 458 PLI/Comm
227, 240
1988 ), [hereinafter cited as Contractual Issues].
5

,

]

;

,

(
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The sub-franchisor

(master franchisee)

is given the exclusive

rights to own, operate, and develop numerous franchise

outlets and to grant franchises to other entrepreneurs
franchisees)

in the foreign country.

The sub-franchise

arrangement involves the sub-franchisor entering into
franchise agreement directly with

(sub-

a

unit

sub-franchisee for each

a

individual franchise unit to be established in the target country
or territory.

60

arrangement,

the sub-franchisor is the franchisor of the system

Accordingly, under

master franchise

and at the same time,

in the target country,

franchisee. Acting as

a

a

franchisor,

the master

the sub-franchisor

participates in servicing and controlling the sub-franchisees.
Both developer-franchisee and sub-franchisor are usually

foreign nationals with considerable financial resources and

management personnel available to them who assume the greater
financial burden and risk and management responsibility for
establishing, adapting,

sustaining,

and monitoring of the

franchise system in the target country.
area or master franchising,

Consequently,

through

the franchisor minimizes the costs of

establishing, maintaining, and administering his franchise

business abroad and limits his financial exposure in the event
the foreign operation fails.

60

61

International Franchising supra note 50, at IV. V.
Subf ranchising 13 Franchise L. J. 75 (1994).
,

Glenn,

2;

Robin Day

,

61

International Franchising supra note 50, at V.IV.l, V.V.2;
Agreements Commonly in Use supra note 59, at 163.
,

,
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In an area or master franchise structure,

selects and deals with

a

the franchisor

limited number of interested,

knowledgeable, and more sophisticated franchisees in the target

country and takes advantage of their familiarity with the
language,

customs,

country.

6?

laws,

and commercial usage in the foreign

The choice of an area or master franchising approach

may be also directed by fiscal and legal considerations
taxation,

foreign investment restrictions, and etc.

-

63

A major disadvantage of multiple-unit franchising,

particularly in the case of master franchising, is the loss of
control over the foreign franchise operation. Due to the nature
of master franchising,

where

a

third party is inserted between

the master franchisor and the foreign sub-franchisees,

the master

franchisor has to some extent lost control over the franchise

system and the franchisees.

64

The business failure of the area or

master franchisee will have an effect on the entire franchise
business in the foreign country since the franchisor,
or master franchise arrangement,

in an area

entrusts the introduction,

development, promotion, and supervision of his franchise system

62

Analyzing the International Franchise Opportunity

43,

Keith

J.

supra note

Kanouse, Franchising Internationally The Florida Bar
[hereinafter cited as Franchising Internationally
,

4

(1996),

64

Analyzing the International Franchise Opportunity

43,

,

at 24.

at 25.

]

,

supra note

29

and trademarks to the franchisee.

6

'

Because of the sub-

franchisor's financial and human resources involved,

the master

franchisor makes less investments in the international franchise
operation,

and consequently,

receives less financial benefits

from it. The sub-franchisor retains the greater share of the

initial franchise fees and ongoing royalties from the
66

sub-f ranch i sees

In both area development and master franchise

arrangements,

the area franchisee and master franchisee are

granted the exclusive right to open up and develop numerous
franchise outlets to

predetermined schedule and within

a

a

given

area. The development schedule represents a minimum performance

schedule that binds the area franchisee and sub-franchisor to
open up and maintain

prescribed number of operative

certain,

a

units during each year of the duration of the area or master

franchise agreement.

6

particular country or
cities,

'

The specific area usually includes a
a

significant part or region of it

-

major

provincial areas.
A problem area in negotiating an international area

development or master franchise agreement is the determination of
the minimum performance program. This is largely due to the fact

Id.
66

;

Practical Legal Aspects

Franchising Internationally

67

,

,

supra note 47,
supra note 63,

at 301
at 5.

Practical Legal Aspects supra note 47, at 306/ Agreements
Commonly in Use supra note 59, at 164.
,

,

30

that the potential of the territory,
the franchisee's performance,

the franchising activity,

and the likely success of the

franchise system in the target country are difficult to plan and

evaluate in advance. Additionally, the parties to the agreement
have opposing interests

provide for

a

the area and master franchisors want to

-

higher minimum performance schedule in order to

justify the granting of an area or master franchise, whereas the

developer and master franchisees want to perform
in order to adhere to it,

and at the same time,

considerable investments involved.
of the agreements will be avoided,

6t

a

lower program

protect their

Accordingly,

the termination

if the area and master

franchise agreements provide that the area and master franchisees
lose their exclusive rights to develop the franchise concept in
the event that the franchisees are in default under the

development schedule. The consequence of the loss of the
exclusive rights will be that the franchisees will be permitted
to open up franchise outlets only with the express consent of the

franchisor, who will be permitted to itself open up franchise

units and give franchises to others.

69

Another problem area in the development arrangement
results from the fact that the area franchisee, who generally

administers the franchise business in the target country, hires

Practical Legal Aspects
J

,

supra note 47,

at 306.

Contractual Issues supra note 59, at 244; Agreements Commonly
supra note 59, at 165.
,

in Use

,
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managers who have no equity interest in the franchise and hence,
have less enterprising spirit and motivation. Since both area and

master franchising structures are used by franchisors who do not
have sufficient financial resources and/or available management

personnel to franchise directly into the foreign country, another
area of concern is the difficulty in finding a suitable foreign

area or master franchisee with significant financial and human
/f

resources available to him.

Franchising through Joint Venture Arrangement

D.

Joint venture is also one of the most common forms of

relationship in international franchising. Under
arrangement,

the franchisor enters into a joint venture'

joint venture partner
the target country.

agreement,

joint venture

a

-

1

with

a

company or other legal entity set up in

a

In addition to entering into a joint venture

the franchisor usually enters into either an area

development agreement or
joint venture company.

'"'

a

master franchise agreement with the

Thus,

it is the joint venture company

that acts as the franchisor in the foreign country and at the
same time as an area developer or master franchisee.

5

Analyzing the International Franchise Opportunity

43,

at 23,

,

supra note

.

V,

25.

For a definition of a joint venture,

International Franchising

,

see infra Ch

supra note 50,

at IV. V. 2.

note 134.
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Like area and master franchising alternatives,

the joint

venture arrangement is used where the physical distance between
the franchisor's country and the target country is significant,

trade practices,

and where the differences in laws,

languages,

and cultures of the two countries are considerable.
The joint venture's parties intend to establish

long-

a

term and continued relationship. The franchisor projects to enter
into the foreign market and establish his franchise business in
the target country on a long-term basis.

He establishes a

physical presence in the target territory and plans active and

continuing participation in the project. The local joint venture

partner invests capital and contributes other assets and
resources to the joint venture structure.

franchising offers many advantages

Joint venture

franchisor.

resources

familiarity
laws,

The franchisor benefits

available
with

the

to

commercial customs,

territory.

The

country

culture,

partner

tastes,

legal

and

his

system,

and business environment of the foreign

venture

joint

the

from the financial and human

target

language,

the

to

partner

shares

the

financial

and

business risks of establishing and operating the franchise system
in

the

target

country.

The most

'

important advantage of

venture arrangement to the franchisor,

franchising options,

is

the control

Practical Legal Aspects,

joint

in contrast with the other

exercised over the franchise

supra note 47,

at 303

33

system

and

trademarks.

The

joint

venture

franchisor

can

also

derive benefits from the more favorable tax treatment of the
joint venture franchises available in some countries."

From the frachisor's point of view, one of the

disadvantages of joint venture approach relates to the profits
earned by the joint venture company. The franchisor shares the

profits with the local joint venture partner, and in some
countries,

could encounter difficulties in repatriating them.''

These and other issues relating to joint venture

technique and its application in Central and Eastern Europe and
Russia are discussed in detail further in Chapter V.

Analyzing the International Franchise Opportunity
43,
75

at 27.

Id.

,

supra note

.

Chapter IV

Franchising in Central and Eastern Europe

(CEE)

and Russia

Current Status

A.

Franchising, widely accepted and ubiquitous in the West as
a

means of distributing goods and services, was virtually unknown

and practically non-existent in the countries of Eastern Europe

during the Communist period. In 1989 and 1990, the nations of

Eastern Europe underwent dramatic political changes. The new

governments undertook radical economic reforms designed to

transform the centrally planned economies into free market
economies. The reform programs are designed to create a favorable

business and legal environment for investments of foreign
companies and individuals. Foreign businesses are offered the

opportunity to enter and invest in the rapidly changing Eastern
European markets, which are characterized by an increasing
consumer demand for foreign and new goods and services.

76

For

franchisors considering an expansion on an international level,

76

Alex S. Konigsberg, International Franchising: Keeping Pace
with Global Economy 25 International Business Lawyer 228, 233
(May 1997); Philip F. Zeidman and Michael Avner, The Legal
Environment for Franchising in Eastern Europe The New York Law
Journal (February 13, 1992), [hereinafter cited as The Legal
Environment
,

,

]

34

35

Eastern Europe represents

a new

and underdeveloped consumer

market, which is immense in respect to territory and population.'

Although franchising in general is still
business concept in Eastern Europe,

a

relatively new

it is gaining acceptance and

credibility in the region. Many large and well-known foreign
franchisors have already entered and established businesses in
Eastern Europe. Currently, the Eastern European franchise retail
and service market is primarily dominated by the most popular and

largest United States franchising companies that play the most

substantial role in developing the franchising concept in the
region.

78

Approximate figures for Eastern European countries are as
follows: Albania - 11,100 square miles and 3,4 million people
(1995); Belarus - 80,100 sq. miles and 10.4 million people
(1996); Bosnia and Herzegovina - 19,800 sq. miles and 3,4 million
people (1998); Bulgaria - 42,800 sq. miles and 8,2 million people
(1998); Croatia - 21,800 sq. miles and 4,7 million people (1999);
Czech Republic - 30,500 sq. miles and 10,5 million people (1999);
Estonia - 17,800 sq. miles and 1,5 million people (1997); Hungary
- 35,900 sq. miles and 10,1 million people (1999); Latvia 25,200 sq. miles and 2,5 million people (1997); Lithuania 25,100 sq. miles and 3,7 million people (1998); Moldova - 13,000
sq. miles and 4,5 million people (1996); Poland - 120,000 sq.
miles and 38,6 million people (1997); Romania - 91,700 sq. miles
and 22,7 million people (1997); Slovakia - 18,900 sq. miles and
5,4 million people (1996); Slovenia - 7,900 sq. miles and 2
million people (1999); Ukraine - 230,000 sq. miles and 52 million
people (1997); Yugoslavia - 39,000 sq. miles and 11,2 million
people (1998); Russia alone covers an area of 6,5 million sq.
miles with a population of approximately 148 million (1997).
United States State Department, Background Notes, Europe (1999).
7

United States franchisors that have entered or intend to enter
Eastern Europe may take advantage of investment incentives and
different forms of financial assistance which have been created
to promote developing economies. The Overseas Private Investment
Corporation (OPIC) is a self-sustaining agency of the United
States government that encourages US private investments in
emerging democracies and transition economies. OPIC provides
1

.

36

One of the first entrants to the region was McDonald's. Other

food-service chains or restaurants that have established
franchising operations include Pizza Hut, Kentucky Fried Chicken,

financing and furnishes political risk insurance against currency
inconvertibility and expropriation of assets for businesses
operating in Bulgaria, Croatia, Czech Republic, Estonia, Hungary,
Latvia, Lithuania, Moldova, Poland, Romania, Russia, Slovakia,
Robert B. Shanks, Protecting Against
Slovenia, Ukraine.
Political Risk, Including Currency Convertibility and
Repatriation of Profits in Eastern Europe Joint Ventures and
Other Financing Techniques in Poland, Hungary, Czechoslovakia,
and Romania 23, 38-42 (cl992), [hereinafter cited as Protecting
Against
United States State Department, 1998-2000 Country
Commercial Guides for Bulgaria, Croatia, Czech Republic, Estonia,
Hungary, Latvia, Lithuania, Macedonia, Moldova, Poland, Romania,
Russia, Slovakia, Slovenia, Ukraine, Yugoslavia, [hereinafter
The Hungarian-American
cited as Country Commercial Guides
Enterprise Fund, the Czech-American Enterprise Fund, the PolishAmerican Enterprise Fund, and the Bulgarian-American Enterprise
Fund provide loans and equity investment. They are private, nonprofit corporations organized and funded by the United States
government to promote the development of private sectors in
Hungary, Czech Republic, Poland, and Bulgaria and finance joint
ventures with local firms. Martin S. Thaler and Robert C. Odle,
Jr., Enterprise Funds: An Enterprising Vehicle for Investors
Joint Ventures and Other Financing Techniques in Poland, Hungary,
Czechoslovakia, and Romania 7, 10 (cl992); Franchising in Eastern
Europe infra note 79, at 338 n. 5. Among the other agencies and
organizations that provide funding sources for development
projects in Eastern Europe are the Export-Import Bank of the
United States (Exim Bank)
the Central European Development
Corporation, the First Hungary Fund, the US-Russian Investment
Fund, and the United States Agency for International Development
(USAID)
Protecting Against supra at 44; Franchising in Eastern
Europe infra note 79, at 338 n. 5; Aleksei Dee, Franchising in
Russia Market Reports (available at Lexis-Nexis, Russia Country
Files, 1997), [hereinafter cited as Franchising in Russia
Further, the United States signed bilateral trade and investment
treaties with Bulgaria, Croatia, Czech Republic, Latvia, Moldova,
Poland, Romania, Slovakia, which generally provide for national
treatment for and reciprocal protection of capital investments
between the United States and the nation making a transition
towards a market economy and create a workable dispute settlement
procedure. The treaties also contain provisions regarding
protection of Intellectual Property Rights, transfer of payments,
and compensation for expropriation. Country Commercial Guides
supra Protecting Against, supra at 33-5.
,

]

;

]

.

,

,

,

.

,

,

,

]

,

;
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Baskin-Robbins,

Burger King, Subway,

and Wendy's.

Donuts,

Dunkin'

several international hotel

In the tourism-related sectors,

chains such as Sheraton, Hilton, Accor, Marriot,

Intercontinental, and Novotel and a few rental car franchisors,

including Eurocar, Budget, Avis, Hertz, Eurodollar, have

established

a

presence in Eastern Europe. Other major

international franchisors such as Coca-Cola, Pepsi Co.,
AlphaGraphics, Rank Xerox, Computer Land, MicroAge, Blue Crystal,
Kodak, Agfa have also entered the market. Among the other foreign

franchising companies represented on the Eastern European market
are Bata,
Shell.

Bally, Adidas,

Benetton, Yves Rocher, Avanti,

and

79

Eastern Europeans are generally receptive to foreign
goods,

services, and conveniences, and particularly to those of

See Philip F. Zeidman and Michael Avner, Franchising in Eastern
Europe and the Soviet Union 3 DePaul Bus. L.J. 307, 310 (1991),
[hereinafter cited as Franchising in Eastern Europe
The very
first entrants to the Eastern European market are Levis Strauss
in Hungary and Lee Cooper in Czech Republic, which have been
manufacturing in the region for many years. Mcgoulash to go
(Franchising in Eastern Europe
The Economist 70 (April 6,
Katalin Barazda,
1991), [hereinafter cited as Mcgoulash to go
Hungary - Franchise Market Overview Market Reports (available at
Lexis-Nexis, Hungary Country Files, 1995)
Helena Vagnekova,
Industry Sector Analysis of Franchising in the Czech Republic
(available at Lexis-Nexis, Czech Republic Country Files, 1998);
Ewa Kostecka, Poland - Franchising Market Market Reports
(available at Lexis-Nexis, Poland Country Files, 1997),
[hereinafter cited as Poland - Franchising Market
Todor Nenov
and Snejana Zaharieva, Bulgaria 1 International Franchising Law
BUL-13 (D. Campbell ed., 1999), [hereinafter cited as Bulgaria
Elena Kuzmina, Russia - Franchising Market Reports (available at
Lexis-Nexis, Russia Country Files, 1997), [hereinafter cited as
Russia - Franchising
1

,

]

)

.

,

]

;

,

;

,

]

;

,

]

,

]

.

.
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American origin. The leading sector in the market is fast food.
It was the first sector tapped by the US franchisors and is

developing and growing most rapidly and successfully mostly
80
because of the relatively fast returns of investments.

In many cases,

the businesses established in Eastern

Europe by major franchisors are not typical franchise

transactions. Most of the foreign franchisors have initially

entered Eastern Europe through joint venture arrangements,

in

which the franchisor directly operates the franchise business
together with

a

local partner through

a

joint venture company.

81

For example, McDonald's entered Hungary through a 50-50 joint

venture with

a

farm cooperative that operates the restaurants.

For the joint venture,

the farm cooperative contributed the real

estate and McDonald's supplied the equipment and machinery.

company has

a

policy to establish the first restaurant as

8'

The

a

corporate-owned outlet in order to set up the uniform operating

See Laura Gatland, International Focus: Eastern Europe Eagerly
Accepts U.S. Franchisors Franchise Times 17 (September 1, 1997),
[hereinafter cited as Eastern Europe Eagerly Accepts
1

,

]

81

supra note 79, at
See also Franchising in Eastern Europe
Franchising in Russia supra note 78; Poland - Franchising
Market supra note 79; An Introduction to Legal Aspects of
Franchising (Russia)
East/West Executive Guide (available at
Lexis-Nexis, Newsletter Database, 1996), [hereinafter cited as An
Introduction to Legal Aspects
Id.

;

,

310;

,

,

,

]

Philip F. Zeidman et al
Franchising in Hungary International
Business lawyer 474 (1992), [hereinafter cited as Franchising in
Hungary
Wolfgang Dorn - Zachertz and Rita Piko, Hungary 1
International Franchising Law HUN-5 (1999), [hereinafter cited as
Hungary
Welcome to McDonald's Issue of McDonald' s Corporation
!

.

18

]

;

]

;

(1996)

,

,

,

,

.
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standards and procedures of the system on the new market and to
use it as on-the-job training center for the prospective

franchisees. 83 Also,

Pepsi Co.,

the parent company of Pizza Hut,

entered the Russian market through

Moscow City Council.

a

joint venture with the

84

The majority of the foreign franchisors have opted to

establish "pilot outlets" in Eastern Europe before initiating to
grant franchises in the region. After setting up a company-owned
initial operation, the companies do extensive market research and

analyze the local situation, adapt their products and services to
the local needs,

advertise and promote their trademarks, and

identify future franchisees. 85
In addition to the foreign franchisors,

the franchising concept in Eastern Europe,

a

who introduced

limited number of

local business people have started using franchising as a means
Some of the indigenous

for expanding their businesses.

franchisors divert from the typical financial relationships

between the franchisor and franchisee or prepare special
franchise packages for potential franchisees in order to meet the

83

supra note 79, at BUL-13, BUL-14; Mcgoulash to
See Bulgaria
supra note 79; The same policy is pursued by Subway and Blue
Crystal in Russia. Russia - Franchising Trends Market Reports
(available at Lexis-Nexis, Russia Country Files 1995),
[hereinafter cited as Russia - Franchising Trends
,

go

,

,

]

84

Franchising in Eastern Europe

,

supra note 79, at 334.

See Russia - Franchising supra note 79; Eastern Europe Eagerly
Accepts supra note 80. Alexander S. Konigsberg, Practical
Problems and Suggested Solutions Associated with International
Franchising, 7 Franchise L. J. 3 (1988)
,

,

.
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local economic situation and conditions.
to some of these packages,

trade mark,

according

For example,

franchisees are provided with the

training, operational procedures and

know-how,

promotional assistance, and required to purchase products only
from the franchisor and pay low or do not pay any up front

franchisee fee and/or royalty fees. Another example is the offer
and sale of family and manager franchise packages by

a

real

estate franchisor in Poland. The Family package is designed for

whereas the Manager package is

an agent with limited capital,

created for

a

group of agents with considerable funds. Also, some

of the franchisors provide on lease the equipment required for

the operation of the franchise outlet.

Franchising as

a

86

word and business concept is still

unknown to most Eastern Europeans. Besides the establishment of

well-known foreign franchisors, the popularity of franchising in
the countries of Eastern Europe is being promoted by the

activities of newly founded region franchise associations.

8

The

franchise associations assist local entrepreneurs to select and
join in international franchise systems and help foreign and
local franchisors in finding potential franchisees.

86

See Poland - Franchising Market
supra note 79; Katalin
Barazda, Hungary - Franchising Market Reports (available at
Lexis-Nexis, Hungary Country Files, 1996)
[hereinafter cited as
Hungary - Franchising
,

,

,

]

Franchise associations are established in Bulgaria, Czech
Republic, Hungary, Poland, Romania, Russia, and Yugoslavia.
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1.

Economic Conditions

After the radical political changes in 1989 and 1990,
the new Eastern European governments began fundamental economic

reforms aimed at transforming the state-run and command economies
into market economies. A decade after the changes, many Eastern

European nations are facing declining gross national products,
large foreign debts, and obsolete industrial bases.

88

The

transition period has been characterized by unstable economic and
social environments

high inflation, devaluating currencies,

-

high interest rates, unemployment, and low output. Eastern

Europeans face very real economic difficulties

low real income

-

and deteriorated standards of living. 89
The development and growth of franchising in Eastern

Europe have been impeded by high nominal interest rates for

business loans, limited access to credit, low real income, and
lack of personal capital or start-up liquid assets.
In order to resolve the local financing problems and

adapt to transitioning economies in Eastern Europe,

foreign

franchisors have modified the traditional franchise format and

The most advanced in their structural reforms are Hungary,
Czech Republic, and Poland. See Eastern Europe Eagerly Accepts
supra note 80.
1

See also Poland

,

- Franchising Market
supra note 79;
Franchising supra note 8 6; Franchises Spreading in
MTI Econews, (available at Lexis-Nexis, Hungary Country
Files, November 24, 1993); Franchising in Russia
supra note 78;
Russia - Franchising Trends supra note 83; Country Commercial
Guides, supra note 78.

Id.

;

Hungary
Hungary

-

,

,

,

,

,

.

,
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marketed their businesses using different strategies. One of the
techniques involves the franchisor preparing and offering two
franchise packages to prospective franchisees

package and

a

-

a

conventional

lease-based package. Under the latter, the

franchisee invests less capital and is required to pay
rent.

In some cases,

a

higher

leasing is accompanied by buying the
this technique is being used by

equipment. For example,

McDonald's in Hungary.

90

Another method, used by American

companies having difficulty finding an Eastern European master
is locating a US or Western European company or group

franchisee,

of private investors willing to buy a US master franchise and

interested in investing into Eastern European markets. For
instance,

this method is being utilized by Coca-Cola Company,

Burger King, and Pepsi Co.

91

Pizza Hut, Taco Bell)

in Poland

Donut in Czech and Slovak Republics and

and Hungary, and Dunkin'
Poland.

(KFC,

Other techniques match the actual financial resources of

the franchisees by establishing a joint venture company with or

taking loans from the franchisor. The franchisor could also

facilitate financing of his franchisees through bank loans.

Presenting a franchisor'

well-tried concept makes it

s

significantly easier for

a

prospective franchisee to reach an

Hungary - Franchising supra note 86; See also Lidia SosnowskaSmogorzewska, Franchising (Poland)
The Warsaw Voice (available
at Lexis-Nexis, Poland County Files, January 22, 1995)
[hereinafter cited as Franchising in Poland
1

,

,

]

See Poland - Franchising Market
supra note 79; Hungary Franchising supra note 86; Eastern Europe Eagerly Accepts supra
note 80.
91

,

,

,
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agreement with

a

financial institution

9 ''

A further method used by

the foreign franchisors in Eastern Europe is offering to the

employees and managers hired by the outlets

a

chance to buy the

units after a definite period of time. This method,
is being used by Blue Crystal in Russia.

for example,

93

Besides the economic uncertainty, a franchisor

considering penetration and expansion in Eastern Europe should
also be cognizant of and take into account the other risks,

obstacles, and challenges that the market is fraught with -

inadequate basic infrastructure, deep-rooted bureaucracy and

government red tape, widespread corruption, and organized crime.
The foreign franchisor has to adapt his franchise system
not only to the economic conditions in Eastern Europe, but also
to the cultural environment. Although Eastern European markets

have some characteristics in common, each country in the region
has peculiarities requiring special attention. To meet the unique

customer tastes, preferences, buying habits, demands, and
expectations, the prospective franchisor should do a thorough

market research and analysis and pay heed to the particular needs
of each country,

the specific characteristics of the population,

and the suitability of the product or service to the local

market. Pizza Hut's franchise outlets in Russia,

92

See Poland - Franchising Market
note 79, at BUL-15.
93

Russia

-

,

for example,

supra note 79; Bulgaria

Franchising Trends, supra note 83.

,

supra
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offer to the local customers a variety of pizza toppings,
fish,

which are not offered elsewhere.

such as

94

Franchise systems represent a small sector of the

Eastern European retail market.

95

Despite the current economic

situation and realities, the prospect for development of

franchising in Eastern Europe are generally positive.

96

A middle

class is rising and the economies are showing some sought-after

improvements and upside trends. The establishment of the first
foreign franchising systems in Eastern Europe has been a success.
after the establishment of the first restaurants in

For example,

Yugoslavia and Hungary in 1988, McDonald's has opened more than
400 outlets throughout Eastern Europe.

97

Franchising offers

foreign investors the opportunity to enter and expand a large and

developing market. However, before penetrating these markets,
thorough investigation and careful planning is mandatory.

Franchising in Eastern European region involves great short-term
costs and extra efforts and offers gradual growth and long-term

returns of investments and profitability.

94

Franchising in Eastern Europe supra note 79, at 324-26;
Another example is serving of beer in McDonald' s restaurants in
Germany. Also, for instance, pork products should not be offered
in restaurants in Muslim regions.
,

For example, in 1999 the percentage of franchising in the
Hungarian retail trade was 5. Country Commercial Guides supra
note 78; Poland - Franchising Market supra note 79.
,

,

96

See IFA's Williams Sees Growth Opportunities for Franchise
Development in Eastern Europe Eurowatch (available at Lexis,

Nexis,
97

1997)

.

Data provided by McDonald's Central Europe

(March,

1999).

.
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Legal Environment

2.

To date,

among the Eastern European countries, only the

Russian Federation has adopted specific legislation regulating
franchise relationships

9i

According to the most foreign

franchise experts, the enacted franchise law is restrictive and
onerous,

and makes Russia a difficult market for foreign

franchising companies to enter." Although,
general public, business,

financial,

intended to inform the

and legal communities, and

protect consumers, the specific provisions are considered to be

a

deterrent for multinational franchisors who want to penetrate the

Russian market. The legal framework for franchising is mostly

criticized on account of several provisions. First, the law
requires registration of the franchise agreements

(contracts of

commercial concession) with the government authorities. As

a

result of this requirement, the content of the agreement may lose
its confidentiality once filed with the authorized register

since there is no protection provided for. However,

agency,

the

Russian franchise law is not unique in this respect. Adopted at

98

Russian Federation Civil Code, Part Two, Chapter 54, Articles
1027-1040, effective March 1, 1996. An Introduction to Legal
Aspects supra note 81.
,

99

For detailed discussion and analysis of the Russian Franchise
see Russia - Franchising supra note 79; An Introduction to
Legal Aspects supra note 81; Franchising Law is an Impediment
Russia and Commonwealth Business Law Report (available at LexisNexis, 1996)
Max Gutbrod, Russia Gets New Rules for Franchising
and Distribution Russia and Commonwealth Business Law Report
(available at Lexis-Nexis, 1996) ; Principal Objections to the
Law,

,

,

,

;

,

.
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the same time as the Russian franchise law,

the Spanish law

regulating franchising also requires filing of the franchise

agreement "in

registry to be decided by the competent

a

authorities." 100

Second,

under the law,

the franchisor remains

secondarily liable for claims filed against the franchisee with
respect to the quality of products or services of the franchisor
and jointly and severally liable with respect to the quality of
goods manufactured by the franchisee.

Imposing joint and several

liability on the franchisor, the statutory law diverts from the
traditional international franchising practice dictating

independence of franchisor and franchisee and decreases the
advantages of using the form of franchise. Third, the law
indicates that a franchisee who has properly performed his

obligations has the automatic right to renew the franchise
agreement under the same conditions. The proper performance is
not defined and the provision virtually renders franchise

agreements perpetual, which contradicts the prevailing practice.
Further,

the law states that if the franchisor refuses to renew

the agreement,

he is prohibited from concluding similar

agreements for

a

three-year period within the same territory.

Providing a significant protection of the interests of the
franchisee,

these provisions are discriminatory against the

Russian Franchising Provisions Russia and Commonwealth Business
Law Report (available at Lexis-Nexis, 1996)
,

Cited in Andrew P. Loewinger, Introduction
Franchising Law INTRO. -11 (1999).
]

,

1

International

.
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franchisor and limit his rights to change the franchise system in
order to conform with the market reality.

Despite being

a

disincentive to the establishment of

franchises and development of franchising in Russia,

the specific

legislation is unlikely to deter franchisors from doing business
in Russia since the market offers attractive opportunities and

long-term potential. However, the franchisors should proceed with
caution and be creative and very careful in drafting franchise

agreements
In the Eastern European countries that have not adopted

specific franchise legislation, the legal environment for

franchising is based on the general commercial laws and
regulations which are applicable to the particular franchising
transactions. Most of the Eastern European nations have enacted

basic commercial laws and regulations as

a

part of the reform

policies and structural changes, and which support and offer
favorable conditions for the development of franchise business in
the region.

101

Hungary Act CXLV of 1997 on Business Associations (Company
Act)
Corporate Tax Code of 1997, Foreign Exchange Law XCV of
1995; Czech Republic Commercial Code of 1991, Foreign Exchange
Act of 1995; Poland Law on Business Activity of 1988, Foreign
Exchange Act of 1998; Bulgaria Commercial Code of 1991 (Business
Law)
Law on Obligations and Contracts of 1951, Income Tax Law of
1996, Corporate Tax Law of 1996; Romania
Commercial Companies
Law of 1990 (amended 1997), Value Added Tax Law of 1993, Local
Taxes 1994; Russia Commercial Code included in the Civil Code of
1996; Slovenia
Law on Obligations of 1978, Company Law of 1993;
Croatia Law on Business Associations of 1995, Law on Obligations
of 1991.
:

,

:

:

:

,

:

:

:

:

48

Legal Issues

3.

Most of the legal considerations concerning franchise

transactions arise in many other international contractual

arrangements and are to some extent similar with respect to all
of the Eastern European countries. Among the most important legal

issues are: ownership of real estate; intellectual property
rights; currency convertibility and repatriation rights;

competition; government permits and approvals.

Real Property Rights

a.

Franchise arrangements usually involve ownership or
lease of real property for purposes of operating the franchise
outlet. The acquisition of rights to property at a given location
is important since the location of a franchise outlet is linked

with the franchise system's goodwill. Thus, the real property
issue is important for both franchisor and franchisee,

especially

for a foreign franchisor providing finance or security for the

acquisition or lease of

a

location.

102

Although the privatization

processes in Eastern European countries are under way, the

majority of the land in the region is still under state ownership
and control.

102

103

103

The Legal Environment

,

See infra Subchapter C.

supra note 76
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Most of the countries in Eastern Europe have adopted

legislation permitting foreign companies to acquire real property
upon compliance with various regulations.

the

In Poland,

acquisition of real estate above definite limits by

a

foreigner

requires a permit issued by the Ministry of Internal Affairs and

Administration. Any transaction to use property owned by
legal entity for more than six months by

a

a

state

company with foreign

capital requires a permit issued by the Ministry of

Privatization.

In Bulgaria,

pursuant to the Foreign Investment

Act of 1997 companies with majority foreign ownership that are

registered in the country may own real estate. However, under the

Constitution of Bulgaria, foreigners cannot own land. In Hungary,
under the Foreign Investment Act, foreign companies established
in the country are permitted to purchase real property required

for their economic activities,

they cannot own agricultural land.

To prevent speculative purchasing of real property,

requires

a

the Act

permit from the Ministry of Finance for foreign

companies buying real estate. Similarly, in Czech Republic and

Romania foreign companies incorporated in the country may own
real estate.

In Croatia,

foreign companies may purchase real

estate upon obtaining an approval from the Ministry of Foreign
Affairs. An approval is not necessary for buying real property by
a

104

company established in Croatia by

Country Commercial Guides

,

a

foreign entity.

supra note

71

104
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Intellectual Property Rights

b.

Trademarks and service marks are the most distinctive
element of

a

franchise network. The franchisor's trademarks and

service marks provide the basis for the development of goodwill
in the franchise system. A franchisor commencing international

franchising must ensure that his marks are adequately protected
in the target country.

Furthermore,

it is advisable for a foreign

franchisor negotiating an international franchise arrangement to
ensure that his trademarks and service marks are properly

registered as foreign marks in the target country. Other
intellectual property rights issues such as the protection of
copyrights (confidential operational training manuals, training
videos,

etc.),

trade names, trade secrets, and know-how (work

methods of the franchise system)
foreign franchisor.

should also be considered by the

105

Eastern European countries have enacted new or amended
the existing intellectual property laws and regulations as a part
of their legal reforms designed to accommodate the new market

economy.

106

The legal procedure with respect to the protection and

105

For a general introduction to aspects of intellectual property
in international franchising, See Ralph Kroman, International
Intellectual Property Aspects of Franchising International
Franchising: An In-depth Treatment of Business and Legal
Techniques 85 (Y. Gramatidis and D. Campbell eds
1991).
,

.

,

106

Hungary Act XI of 1997 on the Protection of Trademarks,
Copyright Law of 1969 (amended 1994), Act XXXIII of 1995 on
Patents, Act XXXVIII of 1991 on Utility Models; Czech Republic
Trademark Act ofl995, Copyright Law of 1965, Law on Patents of
1991, Law on Utility Models of 1992; Poland: Law on Trademarks of
:

:

.
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use in economic activity of marks for goods and services

commences with filing an application for registration of

trademarks or service marks with the State Patent (and
Trademark) /Industrial Property Office. Application requirements
are stipulated by the acts. Eligible third parties may raise

objections to registration of trademark. Approval of the

registration request should be granted and refusals can be

appealed in court or specially created Chambers (for example, the
Chamber of Patent Appeals and the Supreme Patent Chamber are

divisions of the Russian Patent and Trademark Office) within the
time limit fixed in the law, usually three months. The protection
of marks is extended with entry of the mark to the applicant's

name in the trademarks register or the register of service marks.
The right of exclusive use deriving from registration of a mark

lasts for ten years from the date of filing the application for

registration. The term of protection for mark may be renewed and

Law on Copyright and Neighboring Rights of 1994, Law on
Inventive Activity of 1993; Bulgaria Trademarks and Industrial
Designs Act of 1967 (amended 1993)
Copyright and Neighboring
Rights Act of 1993, Patent Act of 1993; Romania Trademarks and
Service Marks Law of 1998, Copyright and Neighboring Rights Law
of 1996, Patent Law of 1991, Industrial Design Law of 1992;
Russia Law on Trademarks, Service Marks, and Appellation of
Origin of Goods of 1992, Law on Copyrights and Neighboring Rights
of 1993, Law on Patent of 1992; Slovenia Copyrights and Related
Rights Law of 1995, Industrial Property Law of 1992; Croatia
Industrial Property Law of 1991; Ukraine Law on Protection of
Rights in Marks for Goods and Services of 1993, Law on Protection
of Rights in Industrial Designs of 1993, Law on Protection of
Rights on Inventions and Utility Models of 1993. Investment
Climate Market Reports for Hungary (Sept. 3, 1996), Poland
(August 2, 1996), Bulgaria (Sept. 18, 1996), Romania (July 17,
1998), and Russia (July 10, 1998), (available at Lexis-Nexis)
Country Commercial Guides, supra note 78.
1994,

:

,

:

:

:

:

:

,
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extended for

a

further ten-year period at the request of the

owner of the mark. World-famous and notorious trademarks are

automatically protected by the Eastern European trademarks laws
without need of registration. Registration is cancelled and

protection is terminated in case of failure to use
the time stipulated in the law,

usually 3-5 years.

a

mark during

1
'

Although in most respects the current laws and
regulations are modern, comprehensive, and consistent with the

Western models, and generally provide franchisors with

satisfactory protection from infringement, many problems exist.
Foreign companies' biggest concerns are piracy, counterfeit
products,

and other companies using their names. The major

problems in protecting the intellectual property rights of

a

franchise system in Eastern Europe involve effective enforcement
of these rights and the availability of judicial remedies for

their infringement.

11

Eastern European prosecutors, courts and

"

administrative bodies have little experience with intellectual

property litigation. The government officials in Eastern Europe
should improve the legal and administrative systems and

Id.
Cynthia Vuille Stewart, Trademarks in Russia: Making and
Protecting your Mark 5 Tex. Intell. Prop. L. J. 1 (Fall, 1996).
Some of the franchisors may face problems with registration of
their marks. For example, in Russia, nonregistered prior users
are refused protection. Therefore, local firms may register
foreign companies' well-known marks that are short of notorious
and thus block the foreign companies from operating in the local
market. Trademarks in Russia
;

,

.

108

The Legal Environment

,

supra note 76.

.
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mechanisms for enforcement of intellectual property rights norms
in order to make their countries more attractive for foreign

investments
International multilateral conventions and agreements

play an important role in protection of intellectual property
rights in Eastern Europe. All of the Eastern European countries
are signatories to the Paris Convention for the Protection of

Industrial Property, which provides that for trademark

registration foreign applicants from member countries are
entitled to and obtain the same treatment as domestic
petitioners. They are also (excluding Estonia and Lithuania)

parties to the Madrid Agreement Concerning the International

Classification and Registration of Trademarks, under which member
country trademark owners can obtain trademark rights in other

member states by filing an international application in which the
owner specifies the countries where protection is sought. They
are

(with the exception of Belarus) members of the Berne

Convention for the Protection of Literary and Artistic Works,
which ensures reciprocal protection for copyrights among

signatory countries.

109

Half of the Eastern European nations are members of the

World Trade Organization (WTO) and most are taking measures to
implement the multilateral Agreement on Trade-Related Aspects of

Intellectual Property Rights (TRIPs)

109

.

TRIPs Agreement is an

International Treaties on Intellectual Property (Marshall
Leaffer ed., 2 nd ed., 1997).

A.

54

essential part of the WTO Agreement developed during the Uruguay
Round of the General Agreement on Tariffs and Trade

(GATT)

.

The

Agreement establishes minimum standards in most intellectual
property areas: trademarks, copyright and related rights,
industrial designs, and patents, and secures effective legal

protection and enforcement of intellectual property rights in all
member states.

110

The major change TRIPs requires from the Eastern

European countries is increased efforts to enforce trademark
laws

.

In addition,

the Bilateral Trade and Investment Treaties

signed between the United States and some of the Eastern European
nations contain provisions requiring the latter to strengthen and
improve intellectual property rights and enforcement.

c.

111

Currency Convertibility and Repatriation Rights

Currency convertibility 112 and repatriation of
investments and profits are important issues in international
franchise transactions. Formerly, the principal areas of concern
for foreign franchisors intending to enter and penetrate Eastern

European markets were the restrictions on the convertibility of

110

111

Id,

See supra note 78.

"Currency convertibility" refers to the ability of a holder of
currency to exchange it for another currency at a market
exchange rate. Franchising in Eastern Europe supra note 79, at
a

,

338 n.96.
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However,

local currency and the repatriation of profits.

laws on

currency convertibility in Eastern European countries are eased.
The newly enacted foreign investment and joint venture laws

contain rights for repatriation of profits from

investment or joint venture operation.

113

a

foreign

In addition,

trade and

investment treaties signed by the Eastern European nations also
address repatriation issues.

114

Generally, there are no restrictions on converting and

transferring profits and repatriating capital associated with
direct investment. Similar regimes for profit repatriation are

established in Hungary, Poland, Romania, and Russia. The rights
of foreigners to repatriate any dividends,

royalties,

fees,

after-tax profits,

or other income deriving from investment and

operations are guaranteed by Foreign Investment Acts.
Bulgaria,

the repatriation of profits,

11,

In

dividends, and other

international financial remittances is generally allowed.
Pursuant to the U

.

S

.

116

-Bulgarian Bilateral Investment Treaty,

Bulgaria pledges to permit free and prompt transfers.

113

See infra Chapter VI.

114

See supra note 78;

115

See infra note 149,

116

See infra note 153.

117

Id.

infra Chapter VI
151,

156,

157.

117

The U.S.-

56

Czech Bilateral Investment Treaty guarantees the repatriation of

earnings from U.S. investments.

d

.
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Competition

Competition issues are fundamental in franchising
relationships. Franchise arrangements typically involve granting

exclusive territories of operation and imposing restrictions on
the franchisee's right to engage in competing business activities

during the term of the franchise agreement and after the
franchise relationship has terminated. Known as "covenants not to
compete," the contractual provisions restraining "in-term" and

"post-term" competition prohibit franchisees from conducting any

business similar to that of the franchisor or using the

confidential expertise and proprietary information gained from
the franchisor.

The franchisor is not interested in competing

with franchisees trained by him. In-term restrictions generally
have no geographic limitations, whereas post-term restraints

limit the geographic territory of competition for a definite

period of time. Moreover, the post-term restrictions must be
reasonable with respect to the geographic area, the length of
time,

and the scope of the franchisee's activities and related to

the legitimate business purposes of the franchisor in order to be

118

See infra note 150.
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upheld and enforced.

119

A franchisor usually imposes restrictions on the goods

and services a franchisee may sell or provide in order to ensure

their uniformity throughout the franchise system. The franchisees

usually are prohibited from dealing in competing products and

typically obtain products, materials, and other items required
for operation of the franchise unit from distributors or

suppliers approved or authorized by the franchisor. The latter is

particularly important for foreign franchisors in Eastern Europe
who,

in order to maintain their good public image,

brand name,

and goodwill, want to ensure that local suppliers meet

franchisor's quality standards.

120

The Russian franchise law contains some limitations on
the rights of the parties to a franchise arrangement. The

franchise agreement may contain provisions that prohibit the

franchisor from concluding agreements with other franchisees in
the franchisee's geographic area or competing with the

franchisee. The franchise contract may also provide that the

John W. Wadsworth, United States 2 International Franchising
Law, U.S. -27 (D. Campbell ed., 1999), [hereinafter cited as
United States
Franchising: A Global Phenomenon supra note 2,
at 146, 147; Martin Mendelsohn, Competition Laws: Their
Applicability and Their Impact International Franchising: An Indepth Treatment of Business and Legal Techniques 81, 83 (Y.
Gramatidis and D. Campbell eds
1991).
,

]

;

,

,

.
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,
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338 n.

77.

,

supra note 79, at 324,

335,
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franchisee is prohibited from geographically competing with the
franchisor.

m

Foreign franchisors entering the Russian and other

Eastern European markets must take into account the newly adopted

anti-monopoly legislation 122 and commercial laws in the region
which are generally applicable to different aspects of the
franchise transactions. In general, these comprehensive

competition and antitrust laws set forth the principle of freedom
of competition,

are intended to promote the establishment,

maintenance, and development of a competitive market, and are

designed to prevent unfair business conduct and protect economic
competition. The acts generally prohibit unfair competition,
trade restrictive practices, abuse of a dominant market position,
and consumer fraud. The laws consider unfair the dissemination of
false or misleading information about competitors or to consumers

(violating or jeopardizing their lawful interests)
of trademarks,

121

,

illegal use

unfair handling of manufacture or business

An Introduction to Legal Aspects

supra note 81.

,
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Hungary Act LVII of 1996 on Competition; Czech Republic Act
on Protection of Competition of 1991; Poland Law on Combating
Unfair Competition of 1993, Act on Counteracting Monopolistic
Practices of 1990 (Antimonopoly Act)
Bulgaria Law on Protection
of Competition of 1991; Romania Competition Law of 1996; Russia
Law on Competition and Limiting Monopolistic Activity in
Commodity Markets of 1991; Slovenia Law on Protection of
Competition of 1993; Croatia provisions regarding competition
are contained in the Trade Law of 1991. Eastern European anti:

:

:

;

:

:

:

:

:

monopoly legislation is influenced by European Union (EU)
antitrust laws and regulations since most of the Eastern European
countries have associate status in the EU or expect to gain full
membership in the longer term. Country Commercial Guides supra
,

note 78.

.
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secrets,

and trade and confidential information, withholding

goods from the market in order to cause increase of price.

'

Since local competition and anti-monopoly laws may create

problems for international franchise arrangements,

it is

advisable for foreign franchisors to consult target country
lawyers about these issues. The antitrust and competition laws
and regulations may invalidate some anti-competitive restraints

imposed by the franchise agreement which are restrictive in
nature. For example,

chief among these restrains are price fixing

and resale price maintenance, tying practices, and territorial

restrictions

e.

Governmental Permissions, Approvals, and

Registrations

Before becoming operative and effective,

agreements will usually require

a

franchise

number of registrations,

permits, and approvals. For example,

in Russia,

as noted above,

the franchise law requires registration of the franchise

agreement with the government authorities in order to be given
effect. The agreement must be registered by the same government

agency that registered the foreign franchisor. Under the Eastern

European joint venture or foreign investment laws, a permit or

registration is generally required for establishing

123

Id.

a

joint

60

venture by

a

foreign franchisor. Government approval is required

for certain categories of foreign investments. The franchise

transactions have to comply with the local requirements for
opening and conducting business, such as business and zoning
permits, health registrations,

and others. In Eastern Europe, the

process of obtaining such documentation is very slow and
bureaucratic.

124

Another type of registration might also be required. For
example,
a

in Hungary,

under the Foreign Trade Law, a franchisee of

foreign franchise system is obliged to register with the

National Bank for financial purposes.

B.

125

Economic Benefits

As an effective distribution method,
a

franchising offers

number of distinct benefits for former centrally-planned

economies of Eastern European nations which are experiencing
serious problems associated with the transition period and reform

programs

Eastern European consumer markets are underdeveloped and

characterized by

a

growing demand for products and services of

high quality. Eastern European consumers are accustomed to low

quality of goods and services, dearth of choice, and lack of
competition. Franchising may play a key role in eliminating

124

See The Legal Environment

Franchising in Hungary

,

,

supra note 76.

supra note 82, at 475
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inefficiencies and in modernizing the Eastern European retail and
service sectors by bringing improvement in the delivery of

products and services and economies of scale, and providing
genuine convenience to the customers.

126

Franchising may

contribute to the replacement of the inefficient state-controlled

distribution networks in Eastern Europe with new and effective
distribution systems.
The franchising methods of business operation promote
the development and growth of small and medium-sized businesses

and may be a useful means for fostering the emerging private

sectors of the developing economies of Eastern European nations.
The franchisor provides franchisees with a complete, developed,

and proven system of conducting business. The franchisees are

provided with standardized training and benefit from the swift,
economic,

and extensive transfer of up-to-date technologies,

know-how (business, marketing, and technical), and modern

management and organizational skills and techniques. Thus, the
individual franchisees and the economies of Eastern European
countries may benefit from the introduction of Western business

organizational experience,

knowledge,

and tradition and their

dissemination to other sectors in the longer term. Franchising is
an important vehicle for providing small businesses in Eastern

Europe with needed Western expertise which can assure

satisfactory quality of the products and services provided and

126

Franchising in Eastern Europe
Mcgoulash to go, supra note 79.

,

supra note 79, at 321;
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effective management of the enterprises. Besides the training and
transfer of expertise, individual franchisees profit by the

franchisor's start-up and ongoing assistance, support, and
research, bulk purchasing power of the franchise system,

economies of scale, and broad brand name recognition.
In addition,

1

'

the franchised system can grow and develop

more rapidly than the traditional ventures. Franchising offers a
chance of success to small business investors and owners. Another

benefit of franchising for Eastern European economies, which
results from the rapid expansion of franchise networks,

is the

creation of employment and entrepreneurial opportunities. Due to
the closure of unprofitable state enterprises,

unemployment is

a

major problem in the region. The franchise system is conducive to
the creating of jobs - for the entrepreneurs who own franchise

outlets and are involved in the day-to-day operations and

management and also for personnel who operate the franchised
unit. Franchising also plays a role in encouraging and developing

entrepreneurship and stimulating of private enterprise on which
market economies rest.

128

127

Franchising in Eastern Europe, supra note 79, at 321

128

Id.

at 323
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Applicability in the Privatization Processes

C.

After the sweeping political changes in Eastern Europe,
the new governments undertook fundamental market-oriented

reforms,

a

principal part of which has been the privatization

process. Privatization is defined as "the act or process of

converting

a

business or industry from governmental ownership or

control to private enterprise." 129

Eastern European countries

have adopted privatization laws and the governments have

instituted privatization programs, which prescribe different
methods for transferring state-owned and controlled assets to new
and private ownership and management. State Property Agencies

(Privatization Agencies)

facilitate, oversee,

and accelerate the

transformation processes. Among the vehicles for enterprise

privatization utilized in Eastern Europe are: employee stock
ownership; public offerings of shares; vouchers convertible to
bonds; sale of state enterprises through auctions; and foreign

capital investments.

130

Some of the Eastern European governments have expressed
an interest in applying franchising methods and forms in the

privatization plans. Franchising is considered an attractive and
useful business model for the restructuring and transformation of

certain categories of state-owned and controlled enterprises into

129

Black's Law Dictionary 501

130

See Franchising in Eastern Europe,

(Bryan Garner ed.,

1996).

supra note 79, at 318,

319
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private business operations. Generally,

franchising approaches

could be utilized most effectively in the conversion of service
sector operations and retail establishments. Some state-owned

tourism related companies, such as hotels and travel companies,
and national distribution facilities have been organized and

managed in

a

form similar to the franchise concept.

centrally managed by

a

1
"

They are

senior state executive and have chains of

branches throughout the country which use the same trade name and
are operated by regional state executives under a common system.

A franchise system could be created by instituting the local

branches as individual, relatively independent profit units
remaining under the management of the central organization which
retains some control over the network. Thus,
a

franchising could be

relatively easy option for conversion of existing operating

networks into privately owned and managed business operations. In
this privatization option, however,

a

problem area would be the

tarnished image consumers have of these operations. These
companies should involve new management teams providing the knowhow for operating as franchises,

since one of the principal

benefits of franchising is brand name recognition. Franchising

would facilitate privatization by eliminating the need for

a

large investment in the purchase of an entire network and

reducing the reliance on foreign investments, since franchising

would be conducive to the creation of small-scale local
entrepreneurial businesses and the decentralization of the
131

Id,

.
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industrial assets. Other advantages of using franchising in

a

privatization plan are the utilization of the existing business
operations as the base and the improvement of profitability.

1

An example for applying the franchising alternative in
the transformation process is Poland's largest tour company

"Orbis". Franchising was one of the techniques employed in the

privatization of the company. Orbis has become

a

franchisor

concluding franchise agreements with travel agencies created from
its previous local branches in different parts of the country.

The franchisees are required to complete a training course and

pay

a

start-up fee and monthly charges. The tourist service

outlets belong to the franchisees who receive the right to use
the company'

campaigns.

133

s

trademark and benefit from common advertising

Another example is the privatized Hungarian

corporation "MEH", which had the state monopoly for collection
and recycling of aluminum and waste paper. Several MEH companies

started operating under

a

form of franchise. The former employees

of the firm have become franchisees and owners of the outlets.

134
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Philip F. Zeidman, How Franchising Fits into the Privatisation
Programme Privatisation in Central and Eastern Europe: A
Collection of the Papers Delivered at the IBA Regional
Conference, Prague, Czechoslovakia 23-26 June 1991, 197, 198 (S.
Rayner ed., 1992); Emily Taneva, Franchising in Bulgaria
International Market Insight (1998).
,

,

Franchising in Poland supra note 90; Poland - Franchising
Market supra note 79. Agnieszka Lewocka - Szczesniak, Poland
International Franchising Laws (1999), [hereinafter cited as
Poland
,

,

]
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Hungary,

supra note 82,

at HUN-5.

,
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Franchising could be also suitable for the conversion of
other state service sector operations such as dry cleaning and

utility services outlets. Franchising may prove to be

a

promising

method for restructuring and privatizing large state-owned and
municipal enterprises. It could be used for achieving an economic
stabilization of the enterprises before their virtual
denationalization. The franchisor prepares

a

business plan for

the development of the enterprise which must be approved by the

government (it might set some conditions) and enters into

a

franchise agreement with the management team of the enterprise-

franchisee which is obliged to implement the plan.

.

Chapter V

Application of Joint Venture Franchising in CEE and Russia

Among the international franchising alternatives, the
joint venture franchising option is considered the most practical
for foreign franchisors who want to enter and expand into the

Russian and Eastern European markets. The United States

franchising companies, which are the dominant franchisors in the
Russian and Eastern European markets, are prevented from using
the direct franchising technique and foreign subsidiary or branch

method due in large part to the geographical remoteness,
communication difficulties, and other consequent disadvantages.

Although area and master franchising are two of the most common
forms of relationship in international franchising and are

vehicles used by most of the U.S. franchisors who want to

establish their franchise systems on an international level,
these two approaches are not advisable for a U.S. franchisor

intending business expansion in Eastern Europe and Russia due to
the lack of financial resources available to potential

franchisees
In joint venture franchising,

the franchise business in

the target country is established by a joint venture. A joint

venture is defined as "an association of two or more persons

based on contract who combine their money, property, knowledge,
67

68

skills,

experience, time and other resources in the furtherance

of a particular project or undertaking,

usually agreeing to share

the profits and the losses and each having some degree of control

over the venture." 135 The establishment of the franchise business
is accomplished by setting up a joint venture company in the

target country and entering into an area development agreement or
a

master franchise agreement between the foreign franchisor and

the joint venture company. The foreign franchisor and a national
or company controlled by nationals of the target country

incorporate the joint venture company under the laws of the

jurisdiction in which the business is to be located. The shares
of the corporation are owned and controlled jointly by the joint

venture parties. The franchisor typically licenses the use of his
marks and know-how to the joint venture company. Under the area

development agreement and master franchise agreement, the joint
venture company is generally required either itself to own and

develop all of the franchise units in the target country, or subfranchise the business in the target country while owning and

operating franchise outlets. Under the latter case, the joint
venture company acts as

a

franchisor in the foreign country. An

area development agreement and master franchise agreement are

generally independent of the joint venture agreement. Even if the
franchisor ceases to be

a

party to the joint venture agreement,

area development and master

135

2

A Treatise on the Law of Contracts 544-45

(W.

Jaegar ed.)
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franchise agreements are likely to continue to be operative.

1

The joint venture approach is preferred over the other

international franchising methods when:
-

the franchisor lacks sufficient financial resources to

franchise directly into the target country and does not have the

necessary management personnel to establish

a

franchise business

in the target country;
-

the geographical distance between the home and target

countries is considerable and the differences in languages,
cultures,

laws,

and legal systems of the two countries are

significant;
-

the franchisor intends to have an equity interest in the

franchised business in the target country, and at the same time,
to limit his exposure to business and financial risks of the

franchised operation.

137

By entering into a joint venture with an Eastern

European or Russian partner, the Western franchisor is afforded
the opportunity to tap a new market,

country,

increase sales in the target

reduce the cost of production, and have access to well-

qualified and low cost local labor force and cheap raw materials.

136

Alexander S. Konigsberg, The Use of Joint Ventures in
International Franchising 5 Journal of International Franchising
and Distribution Law 2,3 (Sept. 1990), [hereinafter cited as The
Use of Joint Ventures
,

]

137

Id.

at 3.
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Before making the decision to export his franchise

system through

a

joint venture,

the foreign franchisor should

consider the advantages and disadvantages inherent to

international joint venture franchising technique.
A franchisor who wants to establish and expand his

business in
with

a

a

new environment takes advantage of his association

domestic joint venture partner who is familiar with the

political environment,
language,

culture,

legal system,

customs,

laws,

commercial usage,

and etc. of the target country. In

Eastern Europe and Russia, the foreign franchisor particularly

benefits from the local partner'

s

valuable knowledge and

experience of conducting business in the unique economic

environment of the target country and his local connections and
contacts. The franchisor derives benefits from the human

resources

-

management personnel and operational staff

-

available to the target country partner. Russia and Eastern

European countries are characterized by well-educated, skilled,
and inexpensive work forces. In countries that have adopted

specific franchise legislation, such as Russia, the joint venture

arrangement might be structured in

a

way that avoids the

necessity of compliance with the existing specific legislation.
In some countries,

it might be easier to qualify for a business

activity through joint venture structure. An important advantage
for both parties of a joint venture agreement is the sharing of

the financial and business risks of introducing,

establishing,

and operating the franchise system in the target country. Thus, a

;

.

;

,
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joint venture agreement facilitates the finding of

a

more

qualified domestic joint venture partner. Sharing of risks is

especially important for foreign franchisors operating in rapidly
changing markets, such as Russian and Eastern European markets.
The most important advantage of the joint venture franchising

option for the foreign franchisor is the possibility for

exercising control over the whole franchise system and the use of
the trademarks. This aspect of the joint venture arrangement has
a

particular importance for franchisors carrying on business in

Eastern Europe and Russia, since the countries in the region have
not established effective systems for enforcing intellectual

property rights.

138

A joint venture company may benefit from

favorable local tax regimes available for joint venture

structures in some countries. Russia and Eastern European
countries seeking to encourage foreign investments provide
certain attractive tax incentives to joint venture companies.
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Id. at 3, 4; See also Henrik Lind, East-West Joint Ventures Contractual Aspects International Business Lawyer 116, 117
(March 1996)
[hereinafter cited as East-West Joint Ventures
Monte E. Wetzler, Foreign Joint Ventures Generally Joint
Ventures and Other Financing Techniques in Poland, Hungary,
Czechoslovakia, and Romania 51, 55 (cl992), [hereinafter cited as
Foreign Joint Ventures
Patrick Gutman, Joint Ventures in
Eastern Europe and the Dynamics of Reciprocal Flows in East-West
Direct Investments: Some New Perspectives Foreign Investment in
Central and Eastern Europe 54, 56 (Patrick Artisien et al. eds
[hereinafter cited as Joint Ventures in Eastern Europe
1993)
Cheryl W. Gray and William W. Jarosz, Law and the Regulation of
Foreign Direct Investment: The Experience from Central and
Eastern Europe 1 Colum. J. Transnat'l L. 1, 26 (1995),
[hereinafter cited as Law and Regulation of FDI
,

]

,

,

]

;

,

.

,

]

,

]

For example, Hungary offers tax incentives, such as tax
holidays for companies to locate in certain areas of the country

72

One of the disadvantages of the joint venture option is

sharing of profits with the domestic joint venture partner. The

other disadvantages are associated with the nature of the typical
joint venture agreement. Conflicts of interest may arise between
the franchisor and the joint venture company,

and between the

joint venture partners. The chances for potential conflict

increase when the reasons motivating the franchisor to enter into
a

joint venture arrangement are different from the factors

motivating the other joint venture party. A joint venture company
that provides for equal control between the joint venture parties

could be in a position where it cannot make operating decisions.

Unanimous consent of the joint venture partners for repatriation
of profits may be difficult to reach.

Conflicts between the

partners may also arise with respect to buy-sell provisions.

140

Besides considering the advantages and disadvantages of
the option of a joint venture franchising,

the foreign franchisor

should take into account the other problems inherent in joint

venture agreements.

with higher unemployment and a tax reduction based on a
percentage of future taxes to be paid. Poland provides for
limited tax holidays to large-scale investments, which are export
oriented, involve transfer of technology, and/or are located in
regions of high unemployment. In Bulgaria, companies with at
least 50 percent foreign participation are offered a five-year
tax holiday if the investment is over $5 million and half of the
tax remission is reinvested in long-term assets. Also, in
Lithuania, company profits are exempt from taxation for the first
three years. Country Commercial Guides supra note 78.
,
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Analyzing the International Franchise Opportunity supra note
at 27; Foreign Joint Ventures
supra note 137, at 59.
,

43,

,
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The degree of equity participation and voting control

allocated between the partners in

a

also cause some problems. Usually,
the relationship,

a

joint venture agreement could

resulting from the nature of

joint venture provides for

a

50 percent

equity participation by the foreign franchisor and

a

50 percent

equity participation by the target country joint venture
partner.

141

Normally,

the joint venture provides also for equal

voting control between the joint venture parties. It is possible,
however,

in a joint venture agreement to have the percentage of

voting control differ from the percentage of equity
participation. It is important for the foreign franchisor to not

structure

a

joint venture agreement that places him in a minority

voting rights position, since as

a

minority voting rights

shareholder the franchisor could be deprived of the ability to
exercise some control over establishing, managing, and operating
of the franchise system in the target country by the joint

venture company. The ability to exercise control over the system
is one of the factors that motivates the foreign franchisor to

choose the joint venture franchising option.

It is also important

for the local joint venture partner to maintain 50 percent of the

voting control and not to be placed in

a

minority voting rights

position in the joint venture company, since the minority voting
control position would turn the partner simply into a manager.
Consequently,

it is advisable for the partners to structure the

joint venture agreement so that the voting control of the joint

141
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,

supra note 50, at X.IV.l, X.IV.2

.
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venture company is equally allocated between them. Hence,

joint

venture partners will be equally represented on the board of
directors. However,

if one of the parties abstains from voting,

the operative decisions of the joint venture company could be

brought to

a

the company.

standstill,

since no one shareholder has control of

142

The most distinct disadvantage to the foreign franchisor

who establishes his franchise business in the target country

through

joint venture structure is associated with the buy-sell

a

provisions typically contained in the shareholders' agreement
entered into under the joint venture agreement. The buy-sell
provisions come into effect when a termination of the joint
venture relationship is sought by the parties because of

a

material disagreement between them with regard to operations of
the company. Generally,

there are three types of buy-sell

provisions that may be used in

a

joint venture franchise

agreement
First,

refusal,
party,

a

under a buy-sell provision with a right of first

joint venture partner may sell his shares to a third

if the remaining partner has not exercised his right of

first refusal to purchase the shares under the same terms and

conditions offered by the third party. The right of first refusal

provision is not the most appropriate means for terminating of
the joint venture relationship,

142

Id,

since the existing problems are

75

likely to remain even after selling shares by one of the
partners. This buy-sell provision is suitable in

a

situation

where the majority shareholder wishes to sell his shares and is
not restricted by an agreement limiting his rights. However,

this

situation is different from that of the typical international
joint venture agreement where both joint venture partners are

likely to own equal equity and voting shares.

143

A second common buy-sell provision is the put option.
Under this formula, a joint venture partner intending to sell his
shares has the right pursuant to the shareholders' agreement to

require the other partner to purchase the shares at a fixed price
or a price based on a predetermined formula. This option is not

recommended for

a

joint venture agreement,

since joint venture

partners might bail out of the arrangement at the first sign of

difficulty in the franchised business and force the remaining
partner to buy the shares. As an addition to the put formula,
shareholders' agreement may provide for a winding-up provision,

which gives the partner to whom the put of shares is made the
right to decline the offer to buy them. However,

the consequence

of the rejection is the dissolution of the joint venture company.

This provision is not recommended in international franchising,

since the winding-up of the joint venture company and the

consequent termination of the area development agreement or

master franchise agreement will result in considerable losses to
143

Practical Legal Aspects supra note 47, at 303; East-West
Joint Ventures supra note 137, at 118.
,

,
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both partners and have serious consequences for the franchise

system and the sub-franchisees in the target country.

14

'

1

A third type of buy-sell provision is the "shot-gun"

formula. Under this provision,

the joint venture partner who

intends to sell his shares makes an offer for sale of the shares
to the other partner,

which at the same time proposes purchasing

of the remaining partner's shares at definite price,

terms,

and

conditions contained in the offer. Thus, the remaining partner is
given two options: either to accept the offer and purchase the
shares of the offering partner at the price and upon the terms
and conditions contained in the offer, or to sell his shares. The

shareholders' agreement typically provides that if the joint

venture partner to whom the offer is made fails to exercise one
of the two alternatives available,

he will have been considered

to have opted to accept the presented offer.

This provision is

recommended in international joint venture agreement because it
offers a workable formula. Out of self-interest,

partner will base his offer on

a

the offering

reasonable price and on fair

terms and conditions. If the partner who receives the offer

considers the price set in it low, he will opt to purchase the
shares of the offering partner. Despite being the most widely

utilized among the buy-sell provisions in international joint
venture agreements, the shot-gun formula does not mitigate the

144

Practical Legal Aspects supra note 47,
of Joint Ventures, supra note 135, at 5.
,

at 303,

304;

The Use
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disadvantageous position of the foreign franchisor in
international joint venture franchise arrangements. In
international franchising, one of the reasons motivating the
foreign franchisor to choose joint venture approach is the

possibility for employing the financial and human resources of
the target country partner. Thus,

the franchise system in the

target country is normally managed and operated by the domestic
joint venture partner. Knowing that the foreign franchisor is not
in operating control of the franchise business in the target

country and that it would be difficult for him to operate and

manage the business, the local partner could take advantage of
his superior bargaining position compared to that of the foreign

franchisor presenting

a

low offer for his shares.

In addition,

the laws of the target country should be carefully analyzed,

since they may prevent the foreign franchisor from assuming

control over the joint venture operation.

145

In order to avoid the potential problems and be

successful, both joint venture partners should be actively

involved and have relative equality in the management and
operations of the joint venture company and franchised business.
In Russia and Eastern Europe,

where the foreign

franchisor does not rely on the financial resources of the local
partner,

the inherent disadvantages of the shot-gun formula will

be reduced and even eliminated,

145

since the franchisor will have

Practical Legal Aspects supra note 47,
of Joint Ventures, supra note 135, at 6.
,

at 304,

305;
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the ability to step in, manage,

and operate the franchise system

in the target country.

An international franchisor who wishes to expand his

franchise system to Eastern Europe and Russia and contemplates
issues to determine the most suitable approach should consider

carefully the economic environment in the region. Due largely to
the lack of domestic private financial resources available for

investment,

franchise transactions in Eastern Europe and Russia

may not be accomplished in the form of

a

direct franchise,

foreign subsidiary or branch office, or master franchise. The

most appropriate and only practical vehicle for expansion on

Russian and Eastern European markets is the establishment of

a

joint venture. Joint venture arrangement is the technique

preferred and utilized by most of the Western franchisors by
their initial entry in Eastern Europe and Russia. Although

franchising is

a

recognized means for business expansion without

major financial investments by the franchisor, in Russia and
Eastern European countries the foreign franchisor will be

required to provide most of the initial capital for establishing
and promoting the franchise system.

arrangement between

a

146

In a joint venture

foreign franchisor and Eastern European or

Russian partner, the latter is likely to contribute management

146

The initial investment capital is usually used for opening
offices, establishing training facilities in the target country,
performing market research, adapting of the franchise system to
the local market realities, advertising of the trademarks, and
etc.

79

and personnel, rights to real property, and certain limited

financial resources.

147

In addition,

the international franchisor

and the established joint venture corporation enter into an area

development agreement pursuant to which the joint venture company
will own, manage,

operate, and develop all of the franchised

outlets in the target country. Area development agreements may be

replaced by master franchise agreements in the longer term.
For the use of joint venture structure contribute the

newly adopted legislation regarding the establishment and

operations of joint ventures between foreign and local partners.
This legislation is discussed in the following chapter.

147
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,

supra note 79,

at 331.

Chapter VI

Overview of the Joint Venture Legislation in CEE and Russia

Eastern European countries began opening their economies
to foreign investment more than thirty years ago.

Yugoslavia was

the first in the region to enact joint venture legislation,

followed by Hungary, Romania,

Czechoslovakia

Poland,

Bulgaria,

and

148
.

After the political changes in 1989-1990, the newly

elected governments in Eastern Europe launched radical economic
reforms and extensive legal changes. An important part of the
legal reforms was the adoption of joint venture and foreign

investment legislation. Joint venture and foreign investment

legislation is generally intended to encourage and facilitate
foreign investment and formation of joint ventures with foreign

participation in Eastern Europe. Foreign capital, technology, and
management experience are of particular importance for the
stimulation and development of Eastern European market

148

Valdas Samonis, Foreign Investment in the East 14 (1995); Law
and Regulation of FDI
supra note 137, at 14 n. 61. Yugoslavia
enacted a joint venture law in 1967. Hungary and Romania passed
joint venture laws in 1972. In 1976, Poland adopted joint venture
legislation. Bulgaria permitted foreign joint ventures in 1980.
Czechoslovakia passed joint venture legislation in 1986. (In
1993, Czech and Slovak Federal Republic (Czechoslovakia) split to
become two separate and independent countries - Czech Republic
and Slovakia
,

.
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1

economies Hq All of the countries in the region have passed new

legislation regulating the establishment and operation of joint
'

ventures between domestic and foreign partners.
laws vary from country to country,

in general,

1

1

Although these

they are meant to

provide liberal incentives to foreign investors,

attract needed

foreign capital investment and expertise, and promote joint

ventures
Generally,

joint venture and foreign investment laws in

Eastern Europe deal with matters such as: the permitted amount of

equity participation for foreigners; the necessary permits,
and registrations for engaging in business activities;

approvals,

real property rights of foreigners; employment law applying to

149

Between 1989 and 1998, Foreign Direct Investment (FDI) into
Hungary amounted to approximately 20 billion U.S. dollars. Since
1990, the Czech Republic has attracted $9 billion in FDI.
Cumulative FDI in Poland reached $10 billion by the end of 1998.
Bulgaria attracted $ 2 billion in FDI from 1992 to 1999. The
cumulative FDI in Romania in 1997 was $3, 400 billion. In the
1993-97 period, the total volume of FDI in Slovenia was almost
$2.1 billion. Ukraine attracted approximately $2.8 billion in FDI
between 1992-99. FDI in Lithuania totaled $1.5 billion at the end
of 1998. In 1996, FDI in Latvia amounted to $555 million. Country
Commercial Guides supra note 78.
,
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The following Eastern European countries enacted foreign
investment laws: Albania (1993), Belarus (1991), Bosnia and
Herzegovina (1998), Bulgaria (1997), Croatia (1991), Czech
Republic (1990), Estonia (1991), Hungary (1988, amended 1991),
Latvia (1991, amended 1996), Lithuania (1990, amended 1992),
Moldova (1992, amended 1996), Poland (1991, amended 1996),
Romania (1991), Russia (1991, amended 1999), Slovakia (1990),
Slovenia (1988, amended 1993), Ukraine (1996), Yugoslavia (1988).
Investment Laws of the World (1999)
See also Joint Ventures in
Eastern Europe supra note 137, at 54; W. Jermakowicz and C.
Drazek, Joint Venture Laws in Eastern Europe: A Comparative
Assessment Foreign Investment in Central and Eastern Europe 149
(Patrick Artizien et al eds
1993), [hereinafter cited as Joint
Venture Laws in Eastern Europe
Law and Regulation of FDI
supra
note 137, at 3, 15; Protecting Against supra note 78, at 30-3.
.

,

,

.

.

,

]
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,
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ventures with foreign participation; taxation of entities with
foreign investment; repatriation of profits; expropriation and

compensation. The introduction of these laws will cover also
types of permitted investments,

currencies,

and protection of

intellectual property rights.
To date,

besides Russia, none of the Eastern European

countries have passed statutes specifically regulating
franchising. Because foreign investment and joint venture laws in

Eastern Europe cover all commercial activities of business
they are applicable to international franchise

entities,

operations

Hungary

A.

Most sectors of the Hungarian economy are open to
foreign investments, although foreign investors need
license to work in areas such as public roads,

lands,

a

government
airports,

telecommunications, mining, railroads, and defense-related
industries. The most typical forms of foreign investment in

Hungary are joint ventures and establishment of
(

"greenf ield"

)

a

new

business. Under the Foreign Investment statute,

foreign companies are allowed to form branch offices, establish
fully owned subsidiaries,

and operate through representative

offices. Limited liability companies are preferred business

structures by foreign investors. The law guarantees national

83

treatment for foreign investments

-

the establishment of

companies operating with foreign participation is subject to the
same treatment as that of Hungarian-owned enterprises.

Foreign

investors are permitted to acquire shares in Hungarian companies
up to 100% majority participation.

Foreign contributions to

a

Hungarian joint venture may take the form of cash, tangibles, and
intangibles. Foreign-owned companies must apply for registration
at the Court of Registration.

The investment law abolishes the

general requirement for government approval of foreign-owned

investments. Foreign-owned ventures that are incorporated under

Hungarian law may acquire real property necessary for the conduct
of their businesses

(for example,

land and buildings) without the

need for prior approval, but they cannot own agricultural land.
The Hungarian forint is convertible for all business transactions
in Hungary.

Foreign investors have the right to convert and

transfer abroad investment-related funds and profits. Foreign
exchange transactions are no longer subject to any approvals. The
foreign investment act provides protection against losses

resulting from expropriation and nationalization.

Hungary signed

a

In 1993,

comprehensive bilateral intellectual property

rights agreement with the Unites States which addresses
trademark,

copyright,

and patent protection. Hungary adheres to

the Berne Copyright Convention,

the Paris Convention for the

Protection of Industrial Property, and the Madrid Trademarks

84

Agreement
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B.

Czech Republic

Foreign investments are permitted in all sectors of the
Czech economy, except those involving national defense and
security.

Foreign investors, business entities or individuals,

can establish joint venture companies and are treated identically

with domestic investors by law. The law permits 100% foreign
ownership. Foreign companies willing to engage in business

activities in Czech Republic must be registered with the regional
courts. Branches of foreign entities,

firms are not permitted to own land,

foreign individuals and
but Czech legal entities,

including wholly foreign-owned subsidiaries may acquire real
property. The Czech crown is fully convertible for all trade

transactions and most investment transactions. The U.S. -Czech
Bilateral Investment Treaty guarantees repatriation of profits
from U.S.

investments. The law provides for full compensation in

the event of expropriation. The Czech Republic is a signatory to

Act XXIV of 1988 on the Investments of Foreigners in Hungary
(The "Foreign Investment Act"), amended by Act VI of 1991,
(available at Lexis-Nexis, Hungarian Rules of Law in Force,
1998); Act CXLV of 1997 on Business Associations (The Company
Act)
(available at Lexis-Nexis, Hungarian Rules of Law in Force,
1998); See Hungary
supra note 82, at HUN-11, 13, 14; Hungary Investment Climate supra note 106; Joint Venture Laws in Eastern
Europe supra note 148, at 154, 155, 160, 163; Protecting
Against supra note 78, at 33; Law and Regulation of FDI supra
note 137, at 19, 22, 24, 25; Country Commercial Guides supra
note 78
'

,

,

,

,
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the Paris Convention for the Protection of Industrial Property,
the Bern Copyright Convention,

and the Madrid Trademarks

Agreement, and has enacted laws for protection of intellectual

property rights.

C.

1

'"'

Poland

Polish Law on Companies with Foreign Participation

1

''

permits investment of foreign capital in almost any sector of the

economy with some limitations in strategic sectors such as
defense industry, air and sea transport, mining, banking

telecommunications, and radio and television broadcasting. To
engage in these economic activities,

foreign and domestic

investors must obtain government licenses and approvals. A permit
from the Ministry of Treasury is required for certain major

capital transactions or lease of assets with state-owned

enterprises. Foreign companies may establish different types of

business entities
companies,

-

limited liability companies,

joint stock

or set up a fully owned subsidiary or representative

152

Law on Enterprises with Foreign Participation of 1990, The
Czechoslovak Commercial Code of 11/91 (available at Lexis-Nexis,
U.S. Department of Commerce - NTIS, Central and Eastern Europe
Legal Text, 1991); See Kristina Smith, Investing in Democracy:
Joint Venture Opportunity in the Czech and Slovak Federal
Republic 18 Syracuse J. Int' 1 L. & Com. 199, 206, 207 (1992);
Protecting Against supra note 78, at 30, 31; Law and Regulation
of FDI
supra note 137, at 3, 19, 22, 24, 25; Country Commercial
Guides supra note 78.
,

,

,

,

Polish Law on Foreign Investment (Joint Ventures Act) of
6/1991 (available at Westlaw, 1991 WL 501391 (N.T.I.S.)), amended
1996 (Poland, 7 Investment Laws of the World (1999)).
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office.

Permits for establishing an office are granted by the

Foreign Investment Agency upon application.

The Polish

investment law allows 100% foreign ownership and provides

generally equal treatment for foreign and domestic companies.
most joint ventures with foreign participation,

partner contributes capital
currencies)

(in local

In

the foreign

currency zloty and foreign

and non-cash assets, whereas the Polish partner

contributes the land,

trained workers, distribution channels,

access to the local market, and introduction into local business

environment. Foreign individuals and firms are permitted to

purchase real property and agricultural land in fixed limits
without need of

a

permit. Capital investments by foreigners may

be freely converted and withdrawn from Poland.

Full repatriation

of after-tax profits and dividends is permitted without obtaining
a

permit. Property in Poland may be expropriated only in

accordance with statutory provisions. For the expropriated
property,

the law provides for full compensation at market value.

In its bilateral business and economic treaty with the United

States,

Poland has committed itself to providing adequate

protection of intellectual property rights. Poland is
the Berne Copyright Convention,

a

member of

the Paris Convention for the

Protection of Intellectual Property, and the Madrid Trademarks
Agreement, and has passed new trademark,

legislation.

copyright,

and patent

154

154

See Marita Barbier, Joint Ventures in Poland International
Business Lawyer 206, 208 (May 1994); Poland - Investment Climate,
,
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D.

Bulgaria

In Bulgaria,

joint ventures with foreign participation

are governed by the Commercial Code and the Foreign Investment
Act.

15b

up of

setting

The most typical forms of foreign investment are:
joint venture with existing private or state-owned

a

companies; acquisition of

establishment of

a

a

company through privatization;

(greenfield)

new

set up a branch office,

establish

a

venture.

Foreign entities may

representative office for

information gathering activities, or form

a

wholly-owned

subsidiary. A limited liability company is the preferred type of

business organization by foreign investors. The investment law
does not limit the extent or amount of foreign participation in

ventures and provides national treatment of foreign investors.
Joint ventures with state-owned companies must be approved by the

Ministry of Industry. The contribution of the foreign partner may
be in cash,

in-kind capital, and/or intellectual property rights.

Joint ventures with private companies do not need government
approval, but must be registered with the local municipal court.
A foreign-controlled local venture must obtain permission

supra note 106; Poland supra note 132, at POL-9, 10, 40; Law and
Regulation of FDI supra note 137, at 22, 24, 25; Protecting
Against supra note 78, at 31; Country Commercial Guides supra
note 78
,

,

,

,

Bulgarian Commercial Code (Business Law) of 5/91 (available at
Lexis-Nexis, U.S. Department of Commerce - NTIS, Central and
Eastern Europe Legal Text, 1991); Foreign Investment Act of 10/97
(available at Lexis-Nexis, U.S. Department of Commerce - NTIS,
Central and Eastern Europe Legal Text, 1997).
'
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(license)

from the Council of Ministers for engaging in certain

sectors of the economy

-

arms industry,

banking,

insurance,

and

exploration and exploitation of natural resources. Locally
registered companies with majority foreign ownership may
generally acquire non-agricultural land, but under the

Constitution of Bulgaria 1556 foreigners cannot own land plots.
Foreign firms have the right to open bank accounts in hard

currency and local currency (lev)
Investment Act,

.

According to the Foreign

there are no restrictions on the repatriation of

investment-related funds and profits.

Pursuant to the same act,

real property can be expropriated by order of the Minister of

Finance "for particularly important needs of the state, which
cannot be satisfied in any other way." Monetary and property

compensation in the event of expropriation is guaranteed by law.
The U

.

S

.

-Bulgarian Bilateral Investment Treaty provides for

international arbitration in the event of investment disputes,
and protection for intellectual property rights. Bulgaria has

enacted new and generally adequate patent and copyright laws, and
is a party to the Paris Convention for the Protection of

Industrial Property,

the Berne Copyright Convention,

Madrid Trademarks Agreement.

and the

151

156

Constitution of the Republic of Bulgaria of 6/91, Art. 23, 24
(available at Lexis-Nexis, U.S. Department of Commerce - NTIS,
Central and Eastern Europe Legal Text, 1991).
See Bulgaria - Investment Climate
supra note 106; Law and
Regulation of FDI supra note 137, at 20, 22, 24, 25; Country
Commercial Guides supra note 78.
,

,

,
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Romania

E.

In Romania,

capital investments may be made in almost

any sector of the economy,

except activities affecting national

security and defense. Foreign corporations are entitled to set up
a

branch,

open

representative office, or establish wholly

a

foreign-owned subsidiary, all of which are subject to

a

registration procedure. Companies established in Romania must be
registered with the Commercial Register of the Romanian Chamber
of Commerce,

and are legal entities subject to the local laws.

Joint ventures are not separately regulated by Romanian law.
Joint ventures may take the form of

a

limited liability company

with Romanian and international shareholders,

or a partnership of

two or more individuals or firms. Most foreign companies are

organized under joint venture agreements, which offer quick
access to domestic market and knowledge of the local business

environment. Investment may be made in both new companies and

existing Romanian enterprises. Under the law, there is no limit
on foreign participation in commercial ventures and foreign

investors are granted national treatment. The contribution of the
foreign investors may take the form of capital

(hard currency or

Romanian lei), equipment, or intangible assets

(intellectual

property rights,
of organization)

know-how,
.

and management expertise and methods

Romanian legal entities with total or partial

foreign capital may acquire ownership over real property, but not

90

over agricultural land. Liberalized significantly,

Romanian law

does not now impose any restrictions on converting and

repatriation of investment-associated funds. Foreign firms may
convert into hard currency and transfer abroad 100% of after-tax
Foreign investments are not subject to expropriation,

profits.

nationalization, and confiscation, except in the public interest,
under due process of law, and with adequate compensation. Romania
has acceded to the Paris Convention for the Protection of
the Berne Copyright Convention,

Industrial Property,

and the

Madrid Trademarks Agreement, and has adopted new legislation

protecting patents, trademark, and copyrights

F.

lbh

Russia

There are few explicit restrictions on foreign direct

investment in Russia. Foreign ownership is limited in number of
sectors of the economy
insurance, banking,

-

aerospace industry, natural gas,

and electric power. The Minister of Finance,

other governmental bodies, and local authorities register foreign

investments depending on the particular industry concerned. Prior
approval is required for investment in new enterprises utilizing

1

58

•

Romanian Foreign Investment Law (available at Lexis-Nexis,
U.S. Department of Commerce - NTIS, Central and Eastern Europe
Legal Text, 1991); Government Ordinance Regarding the Status of
Foreign Investments in Romania of 1997 Romania 7 Investment
Laws of the World (1999)); See Romania - Investment Climate
supra note 106; Law and Regulation of FDI supra note 137, at 22,
24, 25; Protecting Against
supra note 78, at 32; Country
Commercial Guides supra note 78.
•

,

(

,

,

,

,

91

assets of an existing Russian company,

for foreign investment in

the defense industry and the exploitation of natural resources,

and for investment ventures in which the foreign share exceeds
50%. A license is required for engaging in business activities in

sectors such as banking,

telecommunications, and mining. Rules on

foreign participation in privatization transactions vary by
region and sector. The investment law allows 100% foreign

ownership and foreign investors are granted rights equal to those
enjoyed by Russian investors. Under the law,

foreign investors

may set up joint ventures with local legal entities and citizens,

establish wholly-owned subsidiaries, and form branches. Russian
law restricts foreigners from owning real property. However,

joint ventures with foreign participation have the right to

acquire real estate. The Russian ruble is

a

freely convertible

currency for current international transactions, which include
trade in goods and services and profit repatriation. Foreign

investors are guaranteed unhindered transfer abroad of investment

related funds. Foreign investments are not subject to
nationalization,

confiscation, and expropriation,

except in the

public interest with adequate compensation. Russia has passed new
laws on intellectual property rights,

been

a

but their enforcement has

low priority. Under the U.S. -Russian Treaty on Mutual

Protection of Investments, Russia has undertaken to protect

adequately investors'

intellectual property rights. Russia is

a

signatory to the Berne Copyright Convention, the Paris Convention
for the Protection of Industrial Property,

and the Madrid

92

Trademarks Agreement.

'
1

Russian Investment Code (available at Lexis-Nexis Russian
Legal Text, 1991), amended 1999 Russia 7 Investment Laws of the
World (1999)); See Russia - Investment Climate supra note 106;
Mikhail Braginski, Russian Legislation on Foreign Investments 4
Economic News Agency (available at Lexis-Nexis, RusLegisLine,
April 15, 1992)
State Regulation of Foreign Investment in Russia
(available at Lexis-Nexis, Russian Legal Text, 1991); Country
Commercial Guides supra note 78.
,

(

,

,

,
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Chapter VII
U.S.

Franchise Laws

Despite the emergence and increasing spread of

franchising all over the world, there is limited specific

legislation regulating franchising outside the United States.
Among the countries adopting specific regulations on franchising
the United Stated has the most comprehensive legislation, where

franchising had its beginnings and is most fully developed. To
large extent,

a

the enactment of the legislation was a result from

and reaction to the problems and abuses observed in franchising

during the 1960's and 1970'

s.

Government authorities sought ways

to prevent misrepresentations and other unfair and anti-

competitive practices of franchisors, and protect franchisees and
the general public.

160

160

See An Introduction to Franchising
supra note 2, at 7;
Franchising: A Global Phenomenon supra note 7, at 138; Tomas M
Pitegoff, Franchise Relationship Laws: A Minefield for
Franchisors Building Franchise Relationships: A Guide to
Anticipating Problems, Resolving Conflicts, and Representing
Clients 140, 141 (A. Hurwitz and R. Spandorf eds
1996),
[hereinafter cited as Franchise Relationship Laws
,

,

,

.

,
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A.

Overview of the FTC Franchise Rule and State
Franchise Laws

In the United States,

franchising is regulated

extensively both on the federal and state level.
At the federal level,

the primary legislation regarding

franchising is the Federal Trade Commission'

trade regulation

s

rule entitled "Disclosure Requirements and Prohibitions

Concerning Franchising and Business Opportunity Ventures"

1
'

("FTC

Rule"). The FTC Rule requires franchisors desiring to offer

franchises to provide prospective franchisees with

extensive written disclosure statement (prospectus)

a

.

detailed and
The

disclosure document contains specified material information
relating primarily to the franchisor, his business history, the
nature of the franchise business, and the proposed terms of the
franchise.

162

The pre-sale information disclosure requirement is

designed to protect the franchisee who makes

a

decision

161

Code of Federal Regulations, Title 16 - Commercial Practices,
I - Federal Trade Commission,
Subch. D - Trade Regulation
Rules, Part 436 - Disclosure Requirements and Prohibitions
Concerning Franchising and Business Opportunity Ventures,
effective October 21, 1979. 16 C.F.R. § 436 (1999).
Ch.

The basic disclosure document and a copy of proposed franchise
agreement must be delivered by the franchisor to the potential
franchise purchaser at the time of the initial contact respectively at the earlier of the "time for making of
disclosures" or the first "personal meeting", and at least five
business days prior to the day the agreement is to be executed.
16 C.F.R. §4 36. 1(a); 16 C.F.R. §4 36. 2(g); 16 C.F.R. §4 36.2(o).
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concerning the purchase of

a

franchised business. The

prospective franchisee is enabled to consider the potential
benefits and risks of the franchise investment, since he is

provided with full disclosure of relevant information about the
investment and sufficient time to examine and evaluate this

information before the actual purchase.
The Federal Franchise Rule applies to the sale of

franchises in all states, and preempts state laws and regulations
when it is more comprehensive and stringent than them and

provides greater protection to franchisees. Designed to establish

minimum standards for disclosure, the Rule does not impose an
obligation to register documents of franchise sales, nor does it
regulate the substantive terms of the relationship between the

franchisor and franchisee.
In addition,

163

the states that require pre-sale disclosure

of information have adopted the Uniform Franchise Offering

Circular Guidelines 164

(UFOC)

as the basic disclosure document.

The uniform disclosure format generally requires the same

163

See Albrecht Schulz, Protection of Agents, Distributors, and
Franchisees Distributorship, Agency, and Franchising in an
International Arena: Europe, the United States, Japan, and Latin
America 39
(D. Campbell and L. Lafili eds
1990), [hereinafter
cited as Protection of Franchisees
Franchise Relationship Laws
supra note 158, at 141; International Franchising supra note 50,
,

.

]

,

;

,

,

at III .11.3.
164

Federal/State Franchise and Dealership Laws supra note 26, at
755-61/ UFOC was developed by the Midwest Securities
Commissioners Association (now the North American Securities
Administrators Association (NABBA)
and adopted in September
1975. It was revised in 1993 and became effective Jan 1, 1995.
United States supra note 119, at US-38
,

751,

)

,
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comprehensive information that is contained in the FTC

disclosure document
system,

-

regarding the franchisor, the franchise

the offered franchise,

the franchise agreement. Thus,

and the terms and conditions of
the franchisor may make the

required disclosures by using either the FTC Rule format, which
is slightly less detailed,

or the UFOC format,

for all state registration requirements.

which qualifies

165

Furthermore, most of the states have adopted consumer

protection legislation (known as "Little FTC Acts"), which
prohibit unfair and deceptive acts or practices in connection
with franchising. Unlike the FTC franchise rule,

Little FTC Acts

generally provide franchisees with private rights of action for
violations of the FTC Rule by franchisors.
At the state level,

166

twenty-two state legislatures have

passed franchise laws regulating the offer and sale of
franchises.

167

The state laws require registration of the offering

165

Philip F. Zeidman, United States Survey on Foreign Laws and
Regulations Affecting International Franchising 2 (P. Zeidman
ed., cl990)
[hereinafter cited as United States Franchise Laws
,

,

]

166

United States supra note 119, at US-40; Franchise
Relationship Laws supra note 158, at 142. Additionally, at the
federal level, there are two statutes regulating franchise
relationships in automobile and petroleum industries - the
Automobile Dealers' Day in Court Act (15 U.S.C. §§1221-25), which
requires automobile manufacturers-franchisors to act in good
faith, and the Petroleum Marketing Practices Act (15 U.S.C.
§§2801-06)
Both acts include provisions regarding termination
and non-renewal of franchise agreements.
,

,

.

167

Robert W. Emerson, Franchise Contract Clauses and the
Franchisor's Duty of Care Toward its Franchisees 72 N.C. L. Rev.
905, 966 n. 8 (1994). (Arkansas, California, Hawaii, Illinois,
Indiana, Iowa, Maryland, Michigan, Minnesota, Mississippi,
,
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circular with the appropriate state agency and delivery of

disclosure document (offering circular) to prospective
franchisees, or impose only disclosure requirements. State

registration and disclosure laws are generally more stringent
than the FTC Franchise Rule. Most of the states which require

registration, and some states which do not impose such a

requirement have adopted laws regulating certain substantive
aspects of the relationship between the franchisor and
franchisee,

such as requiring good cause for non-renewal and

termination. Although the laws vary from state to state, they

afford greater protection to the franchisees because of the

perceived imbalance in the bargaining power between the parties
of the franchise relationship.

B.

168

Applicability to International Franchise
Transactions

1.

FTC Franchise Rule

In general,

the FTC Franchise Rule is not applicable to

pure outbound franchise transactions. A pure outbound franchise

Missouri, Nebraska, New Jersey, New York, North Dakota, Oregon,
Rode Island, South Dakota, Tennessee, Virginia, Washington,
Wisconsin, District of Columbia)
The first state statute
governing franchise sales was enacted in California in 1970.
.

168

Id. at 912, 966 n. 13; Protection of Franchisees
supra note
161, at 39, 43; Considerations in the Development of a Franchise
System, supra note 21.
,
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transaction involves an offer or sale of
franchisor to

a

a

franchise by

non-US resident franchisee for

outside the United States.

a

a

US

location

169

The FTC Franchise Rule was promulgated by the Federal
17
Trade Commission pursuant to the Federal Trade Commission Act

("FTC Act").

For the Rule to be applied to foreign franchise

transactions,

the FTC Act must have been intended by the Congress

to apply extraterritorially,

since there is a presumption against

extraterritorial application of the legislation of the
Congress.

171

Even if the FTC is given the statutory authority to

apply regulations extraterritorially, the FTC did not intend the

Franchise Rule to apply to foreign franchise sales when it

promulgated the Rule.

172

169

Application of U.S. Franchise Laws to
John R. F. Baer et al
International Franchise Sales (FTC Rule), 15 Franchise L. J. 41,
61 (1995), [hereinafter cited as Application FTC Rule
.

,

]

170

15 U.S.C.

171

See Application FTC Rule

§§41-58,

See 16 C.F.R. §436

(1999).

supra note 167, at 61, citing Equal
Employment Opportunity Commission v. Arabian American Oil Co.
499 U.S. 244, 111 S Ct
1227 (1991): Unless an explicit and
contrary intent appears, Congressional legislation is meant to
apply only within the territorial jurisdiction of the United
States
,

,

.

.

172

See Terry W. Schackmann and Clayton L. Barker, The FTC Act and
the Franchise Disclosure Rule in Nieman v. Dryclean U.S.A.
Franchise Company 18 Franchise L.J. 108, 112 (1998),
[hereinafter cited as The FTC Act ; Unites States Franchise Laws
supra note 163, at 3; Taking a U.S. Franchise System supra note
44, at 280. In addition, the FTC Rule will not apply unless there
is an impact on domestic competition or domestic consumers, since
the FTC Act was aimed at protecting customers in the United
States. It is unlikely that failure to provide the required FTC
disclosure statement to a prospective foreign franchisee would
adversely affect the U.S. competitors. See Application FTC Rule
supra note 167, at 62,63 (citing Branch v. Federal Trade
,

]

,

,

,
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In spite of the Federal Trade Commission' s enforcement

practices and contrary to existing case law,
Dryclean U.S.A.

113
,

in Nieman v.

the United States District Court for the

Southern District of Florida held that the FTC Franchise Rule can
apply to international franchise transactions.
that Dryclean'

s

1

''5

Nieman claimed

failure to provide him with a pre-sale franchise

disclosure document was an unfair trade practice under the
Florida Little FTC Act and the FTC Rule. Dryclean defended on the

ground that the Federal and the Little FTC Acts do not apply to
the offer and sale of franchise rights to foreign nationals for

franchise units located abroad. In its scant analysis, the
District Court stated only that "Congress has the power to

prevent unfair trade practices in foreign commerce by citizen of

th

Cir. 1944)); Joyce G. Mazero and
Jan S. Gibert, Franchise Law
(A recent case arising under
Florida law permits a U.S. franchisor to be sued by a foreign
franchisee. But did the court go too far in establishing a cause
of action?), The National Law Journal B04 (June 1, 1998),
[hereinafter cited as Franchise Law

Commission

,

141 F.2d 31,35

(7
,

]

173

1997 U.S.
26, 1997.
174

Dist.

.

Lexis 22008, Case No.

95-1390,

decided March

In this case, Nieman, an Argentinean citizen, paid Dryclean
U.S.A. Franchise Company, a Florida corporation, a non-refundable
deposit of $50,000 for the right to conclude a master franchise
agreement for developing and selling outlets in Argentina, but
failed to arrange financing and make payment, and Dryclean
retained the deposit. The plaintiff brought suit for return of
the deposit under the Florida Deceptive and Unfair Trade Practice
Act (DUTRA) (Fla. Stat. Ann. §§ 501.201-211) alleging violation
of the FTC Act. The Florida DUTRA ("Little FTC Act") was enacted
to protect individuals and business consumers from deceptive and
unfair activities and practices, defines a violation of that law
to include violations of rules promulgated pursuant to the
Federal Trade Commission Act (such as FTC Franchise Rule), and
creates a private cause of action for violations of the Act.

100

the United States,

although some acts are done outside the

territorial limits of the United Sates."

1

1

'

The court made no

mention of the effect that the defendant's actions may have had
on domestic competition or domestic consumers.

The decision of the District Court was overruled by the

Eleventh Circuit.
Commission

v.

176

Citing Equal Employment Opportunity

Arabian American Oil Co.

111
,

the Circuit Court

discussed the similarity of the language of the statutes involved
in both cases,

and concluded that Congress did not intend the FTC

Act to apply extraterritorially, and therefore the Act does not

authorize application of the Franchise Rule to international
franchise transactions. Moreover, according to the decision, the
FTC did not intend the Rule to apply to foreign franchise sales

since the Rule's "Statement of Basis and Purpose" and provisions
are focused on purely domestic practices and are not designed to

protect foreign franchisees.

178

175

The court cited Branch v. Federal Trade Commission
31,35 (1944)

176

Nieman

Cir.
177

(Fla)

v.
,

Dryclean U.S.A. Franchise Co.
June 21, 1999)

,

,

141 F.2d

178 F.3d 1126

(11

th

See supra note 169.

The
"Statement of Basis and Purpose", for example, explains
that the objects of the Rule were deceptive or unfair acts and
practices believed to have been occurring "in the United States".
43 Fed. Reg. 59, 614 (1978); In addition, the application of the
FTC Rule to international sales was not contemplated when it was
promulgated, since at that time international franchising was
relatively unknown. The FTC Act supra note 170, at 113; Also,
the FTC has never brought enforcement action seeking to apply the
Rule to international franchise transactions. Franchise Law
supra note 170; Furthermore, the FTC published an "Advance Notice
on Proposed Rulemaking", which indicates that the FTC has no
,

,

101
2.

State Franchise Laws

The applicability of state franchise laws to

international franchise sales depends on both the language of the
laws and the facts of the transactions. Most of the state

statutes regulating the offering and sale of franchises by

registration and/or disclosure requirements exempt foreign
franchises. Only four state laws
Oregon,

and South Dakota

franchise sales.

-

-

New York, North Dakota,

are likely to apply to foreign

179

Much of the information contained in the offering
circular is relevant to US franchisor's domestic operations. Many
of the terms and conditions in international franchise

transactions are different from those contained in the
franchisor's domestic disclosure document. In a typical domestic
franchise transaction, the franchisor grants directly to

individual franchisees the right to establish unit franchises,

whereas in international transactions, franchisors exploit

interest in applying the Franchise Rule to pure outbound
franchise transactions engaged in by US franchisors and proposes
modification of the Rule in this respect. David J. Kaufman, FTC
Revamps Franchise Rule The New York Law Journal (April 24,
1997); Application FTC Rule
supra note 167, at 61, 62; The FTC
Act supra note 170, at 112.
,

,

,

179

See John R. F. Baer et al., Application of U.S. Franchise Laws
to International Franchise Sales
15 Franchise L.J. 107, 108
(1996), [hereinafter cited as Application State Franchise Laws
Taking a U.S. Franchise System supra note 44, at 280. New York
franchise act, which is one of the most stringent and
comprehensive state franchise laws, requires New York-based
franchisors to make disclosure on international transactions.
,

]

,

102

different business arrangements, such as area development
agreements, master franchise agreements, and joint ventures. To

comply with the state disclosure requirements, US franchisors

involved in international franchising may have to make revisions
and adjustments to the domestic offering circular or prepare an

international addendum to the domestic disclosure document. By

providing an international addendum, the franchisor will comply
with the requirement to present accurate and relevant information
to the prospective franchisee and would assure some protection

against claims of a lack of disclosure or fraudulent disclosure,

minimizing the administrative burden of disclosure u

However,

forced compliance with the state disclosure laws might lead to

substantial delays and might place US franchisors at

a

competitive disadvantage with foreign franchisors.
Foreign franchises resulting from outbound transactions
do not fall under the regulation of the state franchise

relationship laws, since these statutes apply when the
franchisees have located and operate their franchise businesses

within the states, or are domiciled within the states.

David J. Kaufman, Cases Make Waves
(August 28, 1997)

181

The New York Law Journal

,

Andrew P. Loewinger, International Franchising:
for Compliance
15 Franchise L.J. 60 (1995).
3

Suggestions

,

181

Application State Franchise Laws supra note 177, at 109;
Philip F. Zeidman, Regulation of Franchising in the United
States: Implications for International Franchising
International
Franchising - An Overview 129, 134 (M. Mendelsohn ed., 1984).
,

,

103

Countries that have passed or intend to enact

a

franchise-specific regulation recognize the extensive U.S.
franchise laws as

a

role model. Both the pre-sale disclosure and

registration requirements and the regulations dealing with
certain substantive aspects of the franchising relationship,

particularly those concerning termination and renewal of
franchises,
U.S.

are fundamental and very important features of the

franchise laws. Intended to protect prospective franchisees,

pre-sale disclosure requirement gives franchisees the opportunity
to review the material information necessary for making a

decision as to the purchase of

a

franchised business and

incorporation into the franchise network. Currently,

franchising

in Central and Eastern Europe and Russia exists primarily under

the form of a joint venture arrangement,

but it is expected to

develop out of the joint venture structure in the longer term.
Therefore,

the U.S.

system of regulation on franchising should be

considered by the Eastern European countries in the eventual
adoption of legislation specifically governing franchise
activities and by Russia in the amendment of the existing

regulation

Chapter VIII

Conclusion

Well proven worldwide,

doing business offer

a

the franchising methods of

number of benefits to both international

franchisors and the countries of Eastern Europe. Transitional

Eastern European nations offer attractive opportunities to
foreign franchisors to expand into new and mostly unexplored

franchising markets. The huge Eastern European market is

characterized by general receptivity to and growing strong demand
for foreign products and services.

Franchising can play

considerable role in the ongoing transformation,

a

restructuring,

development, and modernization of the Eastern European economies.
It contributes to the development of private sectors in the

emerging market economies in the region, and the improvement of
the delivery of goods and services,

technology,

know-how,

facilitates transfer of new

and management skills,

employment opportunities. In addition,

and generates

franchising offers

a

workable mechanism for the conversion of certain state-owned

enterprises into privately owned business operations, and in
practice,

is successfully applied in some

transactions in Eastern Europe.

104

privatization

105

Given the shortage of investment capital in Eastern
Europe,

a

joint venture franchise arrangement provides the most

practical and suitable framework, at least initially,

for an

international franchisor seeking penetration and expansion into
Eastern European markets.
Eastern European countries have adopted joint venture
laws aimed at encouraging foreign investors to form joint

ventures with local enterprises, by providing various investment
incentives,

and by facilitating

technology,

and entrepreneurial spirit. Countries of Eastern

Europe have established

a

transfer of capital,

a

supportive legal environments for

foreign investments, which are essential for their rapid economic

development and modernization.
Franchising, widely accepted and used in the developed
countries,

has been gaining popularity and credibility in the

newly industrializing economies of Eastern Europe. Business

perspectives for franchising are generally positive and it has

a

considerable potential in the region. For the development and
growth of franchising business Eastern Europe provides an

improving economic climate and

a

generally settled and favorable

legal framework applicable to franchise transactions.

Nevertheless, caution must be exercised. A prospective franchisor
needs to develop

a

long-term strategy for doing business in the

unique environment of this region.
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